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the following changes in the subscrip- 
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SECOND ANNUAL CONFERENCE ON FEDERAL TAXATION 
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THE UNIVERSITY OF MIAMI 


at the Roney Plaza Hotel, Miami Beach, Florida 
APRIL | -4, 1947 
Four days of lectures and discussions by tax experts on 
important tax problems of today. Daily sessions end at 


3 p.m. to make possible a combination of study and holiday. 
For attorneys, accountants and specialists in estate taxation. 


Lecturers include: GEORGE E. CLEARY, NORRIS DARRELL, J. K. LAs- 
SER, MERLE H. MILLER, LESLIE MILLS, CHARLES A. MOREHEAD, 
MARK E. RICHARDSON, HARRY J. RUDICK, BEARDSLEY RUML, 
STANLEY S. SURREY, THOMAS N,. TARLEAU, GERALD L. WALLACE. 


Tuition, $50.00. Single day, $15.00 . . . For Bulletin Y. 
&iving full details concerning topics and speakers, address 


DEAN CHARLES DOREN THARP 
University of Miami, Coral Gables 34, Florida 
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= LOEW accounting job 


07 lls COMpany 
with 60 employees! 


ified 


One of the most enthusiastic National users 
to be found anywhere is a manufacturet 
employing about 60 people in his office and 
factory, and having a daily posting of 
accounts receivable of only about 40. 
While no one, or two. or even three. of 
his accounting jobs would have justified 
machine operation. yet his National Mul- 
tiple-Duty Typewriting-Bookkeeping Ma- 
«chine is so flexible that. single-handed, it 
handles his entire accounting! It produces 


his accounts receivable: accounts payable 





distribution and general ledger; payroll- 
both checks and cash; stock records—on 
order and on hand; salesmen’s commis- 
sion accounts; and sales distribution by 
products and by salesmen—all accurate, 
all balanced, all up to the minute at any 
moment! 

Prior to his use of the National ma- 


In just a matter of seconds this Multiple- chine. two of these jobs—stock records, 


Duty National Accounting-Machine 
changes from one type of work to another. at all. And the others meant endless work. 
The removable form bars which make this with all of the usual duplications. tripli- 
possible, simply lift out and snap in—no cations, month-end peaks. and laborious , 
screws, catches, or fittings to fuss with searches for differences. 


and sales distribution—were not available 


In great batteries, this same National 
Accounting Machine serves many of the 
country’s largest banks 
and industries. The Na- 
tional Cash Register 
Company. Dayton 9, 
Ohio. Offices in principal 
cities. 


Making business easier for 
the American businessman 


eel 
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Now... here is the new and improved, modern-day 
version of CCH's long-accepted Food Drug Cosmetic 
Law Reports — here is the authoritative, continuing 
reporter covering this important three-fold field. Its 
scope includes complete coverage of the Federal Food, 
Drug, and Cosmetic Act, with regulations, rulings, court 
and administrative decisions, forms, and the like — 
plus full texts of other related federal laws. 





And in addition, the statutes, interpretative court 
decisions, and pertinent attorney generals’ opinions 
for all states with ‘*Copeland-type"’ laws are carefully, 
helpfully reported. Relevant full texts, detailed expla- 
nations, and editorial comments further increase the 
all-around usefulness of the ‘‘Reports’’ for all con- 
cerned with the production, processing, packaging, 
and labeling of foods, drugs, devices, and cosmetics. 


Write for Complete Details 





COMMERCE CLEARING HOUSE; ING:;, 
PUBLISHERS OF TOPICAL LAW REPORTS 

WASHINGTON 4 

214 N. MICHIGAN AVE. Empire Strate BioG. Munsey BLOG. 
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TO" NEW MEMBERS! YOUR CHOICE 
OF EITHER OF THESE FINE BOOKS— 


REE 


J. K. LASSER’S ‘Business Tax Guide” 


How to Conduct Your Business 
— “Tax-Wise” 


What to do before you start a business e 
How to select the best form for your 
business e How to change your form to 
another and when to do it e How to buy 
another business or its property e How to 
operate your proprietorship for economy 
e Financing a business ¢ Operating a 
partnership for greatest savings to the partners e Getting the 
most out of corporate operation e How and when to recapi- 
talize « How to divide your business and when e When and 
how to merge your business e How and when to sell assets to 
greatest tax advantage e Planning for your sales income e« 
Planning your business disbursements « Getting greatest sav- 
ings through compensation payments e Using repairs, replace- 
ments and depreciation to greatest advantage e Finding the 
best accounting system for your business e« How to do business 
abroad « Cutting your tax when you have dividend, interest, 
er rent income e Check list for tax savings « What use to 
make of the carry-over system e How to buy and sell securities. 








or 




















"The Art of Plain Talk’ by Rudolf Flesch 
CONTENTS 


PLAIN TALK IS AN ART ¢« LET’S START WITH CHINESE 
« LISTEN TO PLAIN TALK e SENTENCES COME FIRST co 
GADGETS OF LANGUAGE e THE GRAMMAR OF GOSSIP 
« HERE’S YOUR YARDSTICK « LIVE WORDS « CROWDED 
WORDS » EMPTY WORDS « THE GLAMOUR OF PUNC- 
TUATION « TURNABOUT RHETORIC « FOLLOW THE 
LANGUAGE « SHORT CUTS « TALKING DOWN AND 
READING UP « CAN SCIENCE BE 
EXPLAINED? « THE TROUBLE WITH 
TEXTBOOKS « WHAT PRICE COPY? 
« HOW TO READ THE FEDERAL 
REGISTER « THE JUVENILE TOUCH 
* ONE LANGUAGE AFTER ANOTHER 
¢ THE FUTURE OF PLAIN TALK . 
APPENDIX: HOW TO USE THE 
YARDSTICK FORMULA. 











YOU USE AT LEAST FOUR BUSINESS 
BOOKS A YEAR ANYWAY —WHY 
NOT SECURE THEM AT A SUBSTAN. 
TIAL SAVING! Why not let the 
BUSINESS BOOK CLUB bring you ad- 
vance information on current business 
books—and help you in your selection 
through their staff of carefully trained 
judges AT A SUBSTANTIAL SAVING 
TO YOU! 

It costs you nothing to join the BUSI- 
NESS BOOK CLUB, and you pay no 
more for the books which you would buy 
anyway! And for every four books you 
select during the year, YOU receive 
ABSOLUTELY FREE, one of the Club’s 


book bonuses. 


There is no obligation on your part 
to buy any of the books selected by the 
Club. Our judges merely suggest books 
which they believe are of value to you. 
You remain a member in good standing 
merely by your purchase of as few as 
four books a year at retail price (plus a 
small charge for postage). : 

THE BUSINESS BOOK CLUB brings 
you a valuable service. Each month, you 
receive a report of worth-while current 
business books on subjects either di- 
rectly connected with your field—or of 
general business interest together with 
the Club’s selection for the month. You 
merely let us know whether you wish to 
receive the Club’s selection, another 
book of your choice or none at all for 
that month, 


Join Now and Take Your Savings 


At Once! 











I agree to purchase four books during each year and 
for every four books, I will receive a FREE BOOK 


BONUS. I may cancel my subscription any time after 








BUSINESS BOOK CLUB — 70 Pine Street, New York 5, New York (nept.c.r.a.) 
Please enroll me as a member. I am to receive free either — 
“BUSINESS TAX GUIDE” by J. K. Lasser O or “THE ART OF PLAIN TALK” by Rudolf Flesch Cc] 


purchasing four hooks. You will send me an advance 


showing the Club’s selection for the month 


together with a list of other recommended business 
books from which I may make an alternate selection. 


NAME ------ COMPANY... 
ADDRESS ......BUSINESS OR PROFESSION........ 
cfry : . ; ; ee || eee STATE.. 
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Foreign Trade and Federal Taxes 


By Paut D. Secuers, C.P.A. 


aor trade not only affects the 
material prosperity of our country 
but it also can strengthen our friendly 
relations with our good neighbors, 
especially those to the south of us. We 
can hope, therefore, that Congress will 
remove some of the handicaps from 
which foreign trade suffers under our 
present tax laws, which penalize busi- 
ness, especially small business, engaged 
in foreign commerce. Congress now 
has under serious consideration some 
amendments to the Internal Revenue 





Pau. D. Secuers, C.P.A., is a 
member of the Society’s Committee 
on Federal Taxation and of the cor- 
responding committee of the Ameri- 
can Institute of Accountants. He is 
nationally known as a writer and 
speaker on tax topics and is a lec- 
turer at the New York University 
Institute on Federal Taxation. The 
present paper, which was delivered 
before the December 3, 1946, meet- 
ing of the New York State Society 
of Certified Public Accountants, cov- 
ers some of the tax problems in- 
volved in foreign trade. Mr. Seghers 
has in preparation a booklet which 
he expects to publish in the near 
future, covering the entire field of 
United States taxes on income with 
respect to transactions of every kind 
involving foreign persons (corpora- 
tions, partnerships, individuals, and 
others ). 
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Code to remove some of those handi- 
caps. The matter is being studied by 
both the House Small Business Com- 
mittee and the Technical Staff of the 
Joint Congressional Committee on In- 
ternal Revenue Taxation. 

The topic assigned to me was desig- 
nated as “How To Do Business Out- 
side the Country and How a Foreign 
Company Should Do Business Here.” 
Of course this means how to do busi- 
ness most advantageously tax-wise. 
Before stating conclusions and giving 
examples as to the tax effects of various 
transactions involving foreign persons, 
it is desirable to review briefly various 
provisions of our Internal Revenue 
Code that may afford special treatment 
to such transactions. This will be done 
in the order in which these provisions 
are indicated in the outline that has been 
furnished you. 

A comprehensive outline showing 
every class of taxpayer that receives 
special treatment for Federal income 
tax purposes with respect to transac- 
tions involving foreign persons would 
occupy many pages. The condensed 
outline for tonight’s talk is limited to 
those classes of taxpayers and trans- 
actions most likely to be encountered 
under the circumstances indicated by 
tonight’s topic. 


Domestic Corporations 

The first of these classes of taxpay- 
ers is, 
corporation. 


of course, the usual domestic 
(It is not intended to in- 
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clude individuals, partnerships and 
trusts in this discussion.) As long as 
the volume of export business doesn’t 
promise to be very large, few taxpayers 
are going to organize a separate cor- 
poration for that purpose. Simplicity 
avoids legal expenses and the additional 
administrative expenses that would re- 
sult from such a step. The right to file 
consolidated Federal income tax re- 
turns is allowed without restriction in 
the case of domestic corporations. They 
may obtain the full benefit of the credit 
for foreign income taxes and they have 
the protection that is afforded by the 
United States Government to United 
States corporations. Those last two 
points are also advantages of the West- 
ern Hemisphere Trade Corporation, 
which will be discussed later. 

The disadvantage of using a domestic 
corporation to carry on foreign busi- 
ness is that it is liable for the full 
amount of U. S. income tax regardless 
of where its income is derived. That 
may, however, be offset to a certain 
extent by the foreign tax credit. 

In some foreign countries, operation 
of a United States corporation may en- 
tail disadvantages and actual dangers 
as far as local tax exactions are con- 


cerned, although the opposite is some’ 


times the case. 


Foreign Corporations with 
Domestic Stockholders 


Where a foreign corporation is used, 
there is a complete avoidance by such 
a corporation of United States taxes 
on its income to the extent that it is 
not derived from United States sources. 
Disadvantages: such a corporation is 
subject to all the laws of the foreign 
country in which it is incorporated, in- 
cluding taxes on its income, and gov- 
ernment controls, such as those relat- 
ing to foreign exchange, import 
licenses, and so forth. Of course, those 
controls may apply to any corporation 
doing business in a foreign country. 
Sometimes, however, a United States 

(1) Sec. 14(c) (1), LR.C. 
(2) Sec. 131(f), I.R.C. 


corporation will be subject to more 
severe restrictions. For this reason, we 
must always keep in mind that there 
are likely to be compensating advan- 
tages or disadvantages, from a business 
standpoint, and from the standpoint of 
other types of control besides tax laws. 


In addition to these tax problems, the 
use of a foreign corporation involves 
problems of management and executive 
control, and considerably increases cer- 
tain expenses that result from multiple 
corporation operation. 

There are many other disadvantages 
in the case of a foreign corporation set 
up to do business outside the United 
States, besides additional legal and ad- 
ministrative expenses. For instance, if 
the foreign corporation is also engaged 
in trade or business in the United 
States, it must pay the top United 
States normal tax rate on any income 
from that source, even if such income 
amounts to less than $50,000.“ 


Foreign Subsidiary Corporations 


The next class of taxable entity to 
be considered is a foreign subsidiary 
corporation, the majority of whose 
stock is owned by a domestic corpora- 
tion. Such a corporation is not subject 
to United States tax on its income to 
the extent that it is derived from 
sources outside the United States. The 
domestic parent company may obtain 
credit for foreign income taxes of such 
a subsidiary, or of a subsidiary of such 
a subsidiary, to apply against its United 
States income tax liability with respect 
to dividends received from such sub- 
sidiary, subject to certain limitations 
and restrictions.) In other words, the 
parent company can obtain credit, as 
though it had paid its share of foreign 
income taxes with respect to dividends 
received from such a subsidiary. 

One disadvantage is that the parent 
company does not receive credit for 
foreign taxes, except against such divi- 
dend income. This often deprives it of 
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Foreign Trade and Federal Taxes 


a large portion of the benefit; nor does 
the subsidiary obtain any credit for 
foreign taxes, in case it has any United 
States income. Dividends paid by for- 
eign subsidiaries are, of course, fully 
taxable to the parent corporation.‘ 
In general, consolidated returns are not 
permitted,“#) although there are a few 
exceptional cases. It such a subsidiary 
is engaged in foreign trade or business 
in the United States, the top United 
States normal tax rate (now 24%) 
must be paid even though its income 
from that source is less than $50,000. 

There are special tax problems in 
regard to both the organization and the 
liquidation of a foreign subsidiary, but 
we will not go into those because we 
are dealing now with operating con- 
ditions. 


Western Hemisphere Trade 
Corporations 


Western Hemisphere Trade Corpo- 
rations are next to be considered. 
There has been a great deal written 
about them; quite a number of excel- 
lent articles. Still, a great deal remains 
to be said on that subject. 

Section 109 of the Internal Revenue 
Code defines a Western Hemisphere 
Trade Corporation as “A domestic cor- 
poration all of whose business is done 
in any country or countries in North, 
Central, or South America, or in the 
West Indies, or in Newfoundland.” 
That portion of the qualification is easy 
to meet ; any United States corporation 
meets that qualification, as a rule, if 
it is not actually doing business in 
Europe or Asia. 

“Ninety-five precent or more of [its] 
gross income for the three-year period 
immediately preceding the . . . . taxable 
year [or during its entire existence, if 
less than three years, is| derived from 
sources other than sources within the 
United States.” There is the real diffi- 
culty, which will be discussed later. 

_ “Ninety per centum or more of 
its gross income for such period ... [is 


3) Sec. 26(b), I.R.C. 
+) Sec. 141 (e), ILR.C. 


er 
LY 4/ 


derived from the active conduct of a 
trade or business.” This last test is 
usually easy to meet. 

The advantage of such a corporation 
is that it avoids the United States cor- 
porate surtax on its entire net income 
(the top-bracket rate of which tax is 
now 14%). 

The practical difficulties in meeting 
the statutory requirements for qualifi- 
cation as a Western Hemisphere Trade 
Corporation are to be found in the spe- 
cial rules for determining the place of 
sales. Ifa corporation does not qualify 
—if it does not meet this 95% test— 
it is not a Western Hemisphere Trade 
Corporation and it gets no tax benefit. 
Hence, if more than 5% of its gross 
income is from a source within the 
United States, it loses all benefit of 
that provision. In order to be sure 
that it does not realize more than 5% 
of its gross income from sources within 
the United States, not more than 5% 
of its sales may be made in the United 
States. Usually, therefore, the right 
to the tax saving hinges on the ques- 
tion: What is a sale made in the United 
States ? 

That problem—the source of income, 
and what constitutes a sale made in the 
United States—will be discussed later. 
At this point, however, it may be men- 
tioned that a great deal of misappre- 
hension has arisen from the belief that 
if you sell goods in a foreign country, 
the source of the income is in that 
country. That is perfectly true if you 
define what you mean by “selling goods 
in a foreign country”. Just what is a 
sale in a foreign country is, however, 
a very difficult question. The mere fact 
that the taxpayer gets its money from 
a foreign buyer doesn’t make it a sale 
in a foreign country, and that is where 
the trouble has arisen. The problems 
of determining the place of sale and 
source of income will be dealt with 
later in this discussion. 
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Section 251 Corporations 


Another class of taxpayers consists 
of those that qualify under Section 251. 
That section applies to domestic cor- 
porations deriving 80% or more of 
their gross income from possessions 
of the United States, and more than 
50% of their gross income from the 
active conduct of a trade or business 
within such a possession. 

These possessions include Puerto 
Rico, the Panama Canal Zone, Guam, 
American Samoa, Wake, and the Mid- 
ways.) The Virgin Islands are not 
considered a possession for the purpose 
of this particular provision of the law. 

A taxpayer qualifying under Section 
251, avoids United States income taxes 
on all income not received in or from 
a source within the United States. 


The disadvantages include the denial 
of any foreign tax credit”) and a num- 
ber of other disadvantages and difficul- 
ties in the way of qualification that will 
not be discussed in detail, since these 
provisions are of interest to relatively 
few taxpayers. 


China Trade Act Corporations 


Another type of taxpayer that re- 
ceives special tax treatment is the China 
Trade Act Corporation.) This is a 
domestic corporation organized under 
the China Trade Act of 1922, which 
was enacted for the purpose of pro- 
moting trade with China. Since only 
a few taxpayers are directly interested 
in this type of corporation, these pro- 
visions will merely be mentioned. To 
those who may have occasion to do 
business of that sort, or who contem- 
plate doing business of that sort, how- 
ever, these can be very important. 
There are tax advantages and disad- 
vantages in doing such business in that 
form, and the taxpayer must weigh 


them on the basis of the particular facts 
in the case, to see which ones are likely 
to predominate. 


Credit for Foreign Income Taxes 


Corporations engaged in foreign 
trade are vitally interested in the credits 
for foreign income taxes. In general, 
United States corporations receive 
credit, up to the amount of the limi- 
tation, for all income taxes paid or 
accrued to any foreign country or 
United States possession. This credit 
may not exceed that proportion of the 
tax which the normal tax net income 
from the foreign source bears to the 
entire normal tax net income for the 
same taxable year. In order to claim 
this credit, the taxpayer must use Form 
1118, which sets forth the steps to be 
taken in computing the various limita- 
tions on the amount of credit allowable. 
The intention of Congress in allowing 
this credit is, of course, to avoid dupli- 
cate taxation—taxing the United States 
corporation on income on which it has 
already paid a tax to a foreign govern- 
ment. Instead of exempting that in- 
come from U. S. tax, the tax is com- 
puted and then a portion or all of the 
foreign tax is allowed as a credit against 
it. Generally speaking, if the foreign 
tax rate is higher than the United States 
tax rate, there is no relief for that ex- 
cess. If the foreign tax rate is no higher 
or is lower than the United States tax 
rate, then the United States corpora- 
tion gets the full credit and, in effect, 
pays no more than the amount of the 
United States tax on that foreign in- 
come. Foreign income taxes are not 
allowable as a deduction if allowed as 
a credit. 

Credit for foreign taxes may be taken 
on the accrual basis, even if the tax- 
payer is on the cash basis. This 
provision is important, because other- 


(5) Hawaii and Alaska are territories rather than possessions. Reg. 111, Sec. 29.251-4. 


(6) Sec. 251(d), LR.C. 

(7) Secs. 131(g¢) and a Eee. 
(8) Secs. 261 to 265, I.R.C 

(9) Sec. 131, I.R.C. 

(10) Sec. 131(d), ERC. 
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wise the results would be distorted in 
many cases. The application of the 
limitation computations would, in many 
instances, result in losing a large part 
of the credit, if the taxpayer were 
obliged to claim the credit in a different 
year from that in which the income 
was received and accounted for, due to 
the use of the cash basis. 

Western Hemisphere Trade Cor- 
porations are allowed the foreign tax 
credit to the same extent as any other 
domestic corporation.“!) A Section 
251 corporation having income from 
United States possessions is not allowed 
such credit.42) Neither is a China 
Trade Act Corporation allowed this 
credit.73) This type of corporation 
however, receives a special credit which 
may wipe out the United States tax 
on its income provided that a sufficient 
amount is paid out as a “special divi- 
dend” as defined in Section 262(b). 

Foreign corporations, in general, get 
no foreign tax credit, whether taxed 
as a resident or non-resident corpora- 
tion. There is, however, a special 
credit in the case of certain foreign 
personal holding corporations. 


Foreign Corporations Doing 
Business in U. S. 


In determining the liability of foreign 
corporations for United States income 
taxes, it is necessary to distinguish be- 
tween resident foreign corporations 
and non-resident foreign corporations. 
A resident foreign corporation is a 
foreign corporation which at any time 
within the taxable year “is engaged 
in trade or business in the United 
States.”""14)_ Formerly the definition 
included “having an office or place of 
business in the United States” “5) and 
this phrase resulted in substantial 
United States tax savings for foreign 





(11) Sec. 109 describes the “Western Hemisphere Trade Corporation” 


corporations and provided many jobs 
for resident accountants. Until the 
Code was amended, thtis provided a 
means of obtaining the benefit of the 
dividends received credit and avoiding 
the withholding tax on dividends re- 
ceived from United States sources. A 
resident foreign corporation is subject 
to a tax on all income from sources 
within the United States, at the full top 
normal tax rate of 24%, regardless of 
the amount of the income, and at the 
same surtax rates that apply to a do- 
mestic corporation. 


Non-Resident Foreign Corporations 


A foreign corporation that is not 
engaged in trade or business in this 
country is classed as a non-resident 
foreign corporation.) In general, 
such a corporation is taxed at the flat 
rate of 30% on income from sources 
within the United States of certain 
kinds, designated as “fixed or deter- 
minable, annual or periodic gains, 
profits or income. ”(17) Just what is a 
“periodic gain” is unknown. Usually 
a corporation or an alien taxed as a 
non-resident is not taxed on gains. 
Periodic income from sources within 
the United States includes interest (but 
not interest on bank deposits), divi- 
dends, rents, salaries, wages, premiums, 
annuities, compensations, remunera- 
tions, emoluments—the language of the 
Code in regard to such income is merely 
copied from similar language in Section 
211 in regard to the income of non- 
resident aliens. Corporations don’t 
usually get salaries or wages, and the 
language could be more aptly chosen, 
but that is the way Section 231 of the 
Internal Revenue Code is worded. To 
the extent that this type of income 
arises from sources within the United 
States, such income of a non-resident 


as a domestic 


corporation and no exception of this type of corporation is mentioned in Sec. 131. 


(12) Sec. 131(g) (1), LR.C. 
(13) Sec, 131(g) (2) ; Sec. 263, I-R.C. 
(14) Reg. 111, Sec. 29.3797-8. 


(15) Deleted by Sec. 160(d) of Revenue Act of 1942. 


(16) Reg. 111, Sec. 29.3797-8. 
X17) Sec. 231 (a) (1), TRC 
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foreign corporation is subject to with- 
holding at 30% since October 31, 1942, 
unless restricted to a smaller amount 
by treaty with a foreign country. In 
the case of a non-resident alien, if the 
tax computed at the regular income and 
surtax rates exceeds 30% of such in- 
come, the recipient is required to file 
Form 1040 NB and pay the excess 
of the tax so computed over the amount 
withheld. 

The distinction between a resident 
and non-resident foreign corporation 
involves the phrase “doing business” in 
the United States and this phrase will 
be discussed later because it also affects 
other types of taxpayers. 


Exemption of Earnings from 
Foreign Ships 


The income of a foreign corporation 
“which consists exclusively of earnings 
derived from the operation of a ship 
or ships documented under the laws of 
a foreign country” is exempt from 
United States income tax, provided that 
the foreign country under whose laws 
the ships are documented, grants an 
equivalent exemption to corporations 
organized in the United States.“'®) This 
exemption does not cover income de- 
rived from the operation of airplanes 
or airships.” 

If no equivalent exemption is granted 
by the foreign government, the income 
of a foreign corporation resulting from 
the operation of ships between the 
United States and some foreign country 
is taxable in the same manner as other 
types of income which are derived from 
a source partly within and partly with- 
out the United States. The regulations 
provide a special method for computing 
the amount of taxable income in this 
instance, (29) 

For this purpose a foreign country is 
deemed to grant an equivalent exemp- 
tion if it imposes no income tax or if, 
(18) Sec. 231(d), I.R.C. 

(19) IT 3399, C.B. 1940-2, 156. 
(20) Reg. 111, Sec. 29.119-13. 
(21) Reg. 111, Sec. 29.212-2 


in imposing an income tax, it exempts 
the earnings of a corporation organized 
in the United States derived from the 
operation of ships documented under 
the laws of the United States.) 


Income of Corporations Owned by 
Foreign Governments 


The income of corporations wholly 
owned by foreign governments was 
originally held to be exempt. It now 
appears, on the basis of the latest rul- 
ing,“°?) that such corporations will be 
taxed the same as though their. stock- 
holders were private individuals. 

If 60% or more of the gross income 
of a foreign corporation is of the type 
described in Sec. 332 of the Internal 
Revenue Code as “foreign personal 
holding company income” and “more 
than 50 per centum in value of its out- 
standing stock is owned directly or in- 
directly by or for more than five indi- 
viduals who are citizens or residents 
of the United States” it is classed as a 
foreign personal holding corporation. 
Because of its foreign status, it can- 
not be directly taxed by the United 
States Government, but an equivalent 
effect is produced by taxing the share- 
holders on their pro rata share of such 
a corporation’s undistributed income. 


Doing Business in the United States 


In general, “carrying on any business 
activity, directly or through agents or 
employees’, constitutes doing business, 
and a foreign corporation so engaged 
in the United States is a resident for- 
eign corporation. Sec. 211(a) of the 
Code provides, however, that in the 
case of a non-resident alien, the effect- 
ing of transactions in the United States 
in stocks, securities or commodities (of 
a kind customarily dealt in on an organ- 
ized commodity exchange) through a 
resident broker, commission agent or 
custodian, does not in itself. result in 


(22) IT 3789, LR.B. 1946-6-12263, revoking O.D. 628, C.B. Dec. 1920, p. 124. 
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such individual being considered as en- 
gaged in trade or business in the United 
States. The Regulations‘) similarly 
provide that if a foreign corporation is 
not otherwise engaged in business in the 
United States, carrying on such activi- 
ties do not make it subject to tax as 
a resident foreign corporation. Hence, 
in such a case any gains with respect 
to such transactions will entirely escape 
United States income tax. 


Gross and Net Income from Sources 
Within the United States 


The next problem is the determina- 
tion of what is the amount of gross 
income and the taxable net income from 
sources within the United States. In 
the case of the sale of personal property 
the subject can be considered under 
two headings: (1) Income from the 
sale of purchased goods and (2) In- 
come from the sale of processed goods. 

All sales of goods purchased by the 
taxpayer, either in the United States or 
countries outside the United States, 
other than in possessions of the United 
States, and sold in the United States 
result in income from sources within 
the United States. Sales made in the 
United States of goods purchased in 
United States possessions are consid- 
ered to give rise to income from sources 
partly within and partly without the 
United States and such income is to be 
apportioned between the two sources. 
Goods purchased in the United States 
which are sold in countries outside the 
United States, do not give rise to in- 
come from sources within the United 
States.(24) The determination of where 
a sale is made is still a very difficult 
question for Federal income tax pur- 
poses, as will be explained later in this 
discussion. 

Income from the sales of goods pro- 
duced or processed by the taxpayer’in 
one country and sold in another country 
is considered to be income from sources 

(23) Reg. 111, Sec. 29.231-2(a). 

(24) Reg. 111, Sec. 29.119-8. 

(25) Reg. 111, Sec. 29.119-12. 

(26) Reg. 111, Sec. 29.119-2. 
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partly within each country.) If one 
of those countries is the United States, 
the income is to be apportioned between 
the United States and the other coun- 
try, and the proportion attributable to 
the United States is considered income 
from a source within the United States. 


Determination of the Source of Fixed 
or Determinable Income 


The next subject to be considered is 
what determines the source of fixed or 
determinable income. In the case of 
interest the source is considered to be 
within the United States, if paid by 
the United States or any political sub- 
division or if paid by a resident of the 
United States whether corporate or 
otherwise. There is an exception, how- 
ever, if the interest is received from a 
domestic corporation or from a foreign 
corporation less than 20% of whose 
income for the past three-year period 
is from United States sources.‘2®) Such 
interest is considered not to be from 
sources within the United States. And, 
as mentioned before, interest on bank 
deposits within the United States is 
not considered to be from a source 
within the United States in the case 
of non-resident aliens and foreign cor- 
porations not engaged in business in 
the United States. (*© 

The source of income from dividends 
is generally considered to be the coun- 
try of incorporation of the paying cor- 
poration. Dividends received from 
foreign corporations are not considered 
to be from United States sources if 
more than 50% of the gross income 
of such corporation for the past tnree- 
year period was derived from sources 
outside the United States. That is 
similar to the interest provisions. But 
there is a further provision: that, even 
if 50% or more of gross income is 
from United States sources, the amount 
of such dividends to be considered as 
being from United States sources shall 
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be an amount which bears the same 
ratio to dividends as gross income for 
the period derived from sources within 
the United States bears to the gross 
income from all sources. In other 
words, in determining whether divi- 
dends are from a source within or with- 
out the United States, we look to the 
origin of the income out of which the 
dividends were paid.‘?”) 

Dividends paid by a domestic cor- 
poration are not considered to be from 
a source within the United States if 
less than 20% of its gross income for 
the past three years is from United 
States sources. (27) 

If the income is from rentals or 
royalties, the source depends on the 
location of the property or the place of 
use or privilege of using the patents, 
copyrights, et cetera. (28) 

Income from the sale or rental of 
real property and from the use of prop- 
erty of any kind is considered to be 
from sources within the United States 
if the property is located in the United 
States, 29 


Determination of the Place of Sale 
of Personal Property 


The determination of the place of 
sale of merchandise and other personal 
property is the rock on which many 
Western Hemisphere Trade Corpora- 
tions have foundered. We have two 
conflicting rules. We have a Bureau 
rule and a court rule, and you can be 
sure that whichever one you count on, 
you're likely to have trouble with the 
other. ; 

If you count on the court rule, Reve- 
nue Agents will usually tell you that 
they do not recognize it and that the 
Bureau intends to keep fighting it. The 
number of court cases involving this 
issue indicate that the Bureau is not 
going to accept the court rule. If you 
count on the Bureau rule, Revenue 





(27) Reg. 111, Sec. 29.119-3. 
(28) Reg. 111, Sec. 29.119-5. 
(29) Reg. 111, Sec. 29.119-6. 


Agents are likely to tell you that the 
Government must protect its interests 
and, since the courts hold uniformly to 
the court rule, your tax will have to be 
determined by the court rule rather 
than by the Bureau’s own rule. You 
can appeal from that position. You 
may get sympathy; you might get 
something more bankable. But you 
will have trouble with these conflicting 
rules. 


The Bureau rule is set forth in 
G.C.M. 8594. This ruling has never 
been repealed. It is an old ruling, based 
on a very confusing decision of the 
United States Supreme Court involving 
the Philippine income tax,“ and in 
it the Bureau holds, in effect, that, for 
the purpose of determining the source 
of the income, the place where the con- 
tract of sale is made will be controlling. 
The Regulations say, in simpler lan- 
guauge: “The place of sale is where 
the goods are marketed”,‘!) but there 
is really no definition of what is meant 
by marketed. Do you market goods 
when yow write to a seller from the 
United States or receive an order in 
the United States; or are the goods 
marketed where your offer to sell the 
goods is accepted by the buyer? 


The Bureau Rule for Determining 
the Source of Income from Sales 


The Bureau rule, as stated in G.C.M. 
8594, appears to be that the agreement 
to sell takes place where the last act 
on the part of the seller occurs to make 
a binding sale. That doesn’t include 
mere ministerial acts, such as going to 
Canada to sign an agreement otherwise 
fully agreed upon in the United States; 
but it does cover situations such as 
the following: 

A corporation has an agent, say, in 
South America, and he has authority 
to' bind his principal in accepting 
orders; he obtains an order from a cus- 


(30) Compania General v. Collector, 279 U.S. 306. 


(31) Reg. 111, Sec. 29.119-8. 
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tomer, accepts it and transmits it to 
the corporation in the United States, 
so that the corporation has no choice 
but to ship the goods at the agreed price 
if obtainable. It seems clear that in 
such a case the final act of the seller in 
making the contract of sale is performed 
by the seller (through its agent) in 
South America. On the other hand, 
if an order mailed from South America 
is received, accepted and filled here in 
New York and the goods are shipped 
from here direct to the buyer, it can 
hardly be said that the agreement. to 
sell was consummated anywhere but 
right here in New York. 


The Court Rule for Determining the 
Place of Sale 


The court rule is to the effect that 
the place of sale is where title in the 
goods passes to the buyer. Then, hav- 
ing adopted this rule, the courts go 
further and say in effect that if, under 
some technicality, the title really did 
not pass where it normally would pass, 
the sale is nevertheless to be considered 
as having been made where the benefits 
and risks of ownership actually pass to 
the buyer. 

A few examples can best illustrate 
the arbitrariness of the court rule in 
determining where the sale is made. 
Assume that a corporation that desires 
to qualify as a Western Hemisphere 
Trade Corporation, organized in the 
United States to export goods to Mex- 
ico, sends a representative to Mexico 
with full authority to accept orders to 
be filled in the United States and 
shipped from there to the customer by 
rail or water. The court rule would 
probably hold that the sales are made 
in the United States—that title passes 
when goods consigned to a buyer are 
put on board a carrier, regardless of 
the terms under which they are shipped. 
Whether they are shipped dockside 
New York; c.i.f. a port in the United 
States ; f.a.s. a foreign port; or other- 
wise; the court says, in effect, that 





(32) 44 B.T.A. 1130. 
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those are only matters of form; in re- 
ality the title or beneficial ownership 
and risk in the goods passes when the 
goods are shipped; hence, in such case 
the income arises where the shipment 
is made. 


Court Decisions as to the 
Place of Sale 


The cases which have been so decided 
by the courts involved foreign tax- 
payers who wanted this rule. These 
decisions were obtained by foreign tax- 
payers who shipped goods to the United 
States and wanted the income to be 
held to be from sources outside the 
United States. In Ron Rico case,(52) 
which involved rum shipped to the 
United States, it was held that the in- 
come was from sources outside the 
United States even though. the bills of 
lading and insurance policies covering 
some of the shipments of rum were 
made out in the name of the shipper, 
and hence title to the goods in some in- 
stances did not technically pass to the 
buyer until the goods were received 
in the United States. It may be won- 
dered why the Treasury should have 
contested the taxpayer’s position in 
that case. One reason is that Ron Rico 
sent a representative to the United 
States where he made arrangements 
with a concern to act as its sole distri- 
butor (purchaser) in the United States. 
It would appear, however, that this rep- 
resentative did not attempt to negotiate 
or make any actual sales of goods in the 
United States, but merely made ar- 
rangements with the company that be- 
came its sole distributor, under which 
that company was to purchase rum 
from the taxpayer and distribute (sell) 
it to exporters in the United States. 
These negotiations were quite different 
from those involved in obtaining and 
accepting an order calling for a specific 
shipment of goods. 


Under the Bureau rule expressed in 
G.C.M. 8594, the sale, in a case of that 
kind, would also be considered as giv- 
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ing rise to income from a source out- 
side the United States, because the 
agreement of sale, which is held to be 
the substance of the sale for determin- 
ing the place where the income arises, 
was made in Puerto Rico. This is so 
since the final act in making such 
arrangement consisted in the accept- 
ance by the taxpayer in Puerto Rico of 
specific orders for goods to be shipped. 
It seems clear that, in everyday lan- 
guage, the taxpayer marketed the goods 
in Puerto Rico and hence sold the 
goods there; it didn’t carry on any 
negotiations in the United States cover- 
ing the actual sales in question and 
was not present in this country when 
the actual sales agreements were con- 
summated. The situation in the case of 
the East Coast Oil CompanyG) was 
somewhat similar. In the latter case, 
even though the contract of sale was 
made in the United States, the oil was 
delivered to the buyer in Mexico (or, 
in certain cases, it was shipped from 
Mexico under a c.i.f. contract which 
passed title at the time and place of 
shipment) and the court held that since 
title passed in Mexico the income was 
from a source outside the United 
States. 


It really comes down to this: in gen- 
eral, under the Bureau rule, which the 
author believes to be the correct inter- 
pretation of the legislative intent ex- 
pressed in Sec. 119(e) of the Code, 
goods are marketed where you find and 
deal with the buyer. Ifthe buyer comes 
and finds you in your office, through a 
cable offer or through a mail order, and 
you meet the buyer nowhere except in 
your office, that is where the goods are 
marketed. But if you go and find the 
buyer in some foreign country, that is 
really where the goods are marketed 
and the sale made. Hence, a common- 
sense application of the simple provi- 
sions of the Regulations should solve 
the problem of where the income is 
realized in the case of sales of personal 
property : that is, in the place where the 


goods are marketed. This problem has 
been the source of great difficulty in 
determining income in such cases: ship- 
ments of goods from the United States 
are always likely to be held to consti- 
tute sales made in the United States 
and, therefore, give rise to income from 
sources within the United States. 


Proposed Legislative Relief 

There is now before Congress a pro- 
posal to liberalize the provisions of the 
Internal Revenue Code relating to for- 
eign trade, especially in regard to this 
question of the source of income de- 
rived from sales of personal property. 
Under this proposal, sales would be 
considered to be made where the buyer 
has his regular place of business, effec- 
tive for years beginning after 1941. 
Anyone really interested in that pro- 
posal would do well to write to both the 
House Small Business Committee and 
to the Joint Congressional Committee 
on Internal Revenue Taxation for fur- 
ther information. Since making a sug- 
gestion along that line some time in the 
fall of 1946, I was pleased to find a 
confirmation of this viewpoint in the 
outline of the talk given recently by 
Charles J. Siegel at the New York Uni- 
versity Fifth Annual Institute on Fed- 
eral Taxation. It is stated in that out- 
line that “The House Small Business 
Committee has suggested that the code 
be amended to provide that income 
from the sale or export of personal 
property to buyers whose principal 
place of business is outside the U.S. 
shall be treated as derived from sources 
outside of this country,” effective for 
years beginning after 1941. 


Determining Net Income from 
Sources Within the United States 
The rule for apportioning deductions 
is relatively simple: all direct costs and 
expenses that can be directly appor- 
tioned against specific items of income 
from sources within and” without the 
United States must be so opportioned, 
and those expenses which cannot be di- 


(33) 31 B.T.A. 558; aff’d., 85 F(2) 322 (CCAS; 1936) ; cert. denied, 299 U.S. 608. (1936). 
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rectly apportioned are to be allocated, 
generally in the ratio of gross in- 
come.‘34) Sec. 233 of the Code con- 
tains the further requirement in the case 
of a foreign corporation, that in order 
to be allowed any deductions or credits 
to which otherwise entitled, it must 
make a full, timely and accurate tax 
return. 

In the case of net income that is to 
be apportioned between sources within 
and without the United States, there 
are a number of rules for the appor- 
tionment of both costs and expenses.‘5) 
If the goods are produced or processed 
by the taxp&yer, one of the methods of 
making the apportionment of gross in- 
come between the country in which pro- 
duced and that in which sold is to treat 
the goods as though they were sold at 
the factory. For instance, if the goods 
were produced in Cuba or Puerto Rico 
and sold in the United States we would 
assume that they were sold to a local 
buyer or for export at the factory, and 
the gross income from United States 
sources would be computed as though 
the goods had been bought from that 
factory at the fair market value at that 
point. If, on the other hand, the goods 
were produced in the United States and 
sold abroad, you could then assume that 
the goods were sold here at the factory 
in bulk and priced accordingly in deter- 
mining the amount of income attribu- 
table to sources in the United States. 

The Regulations also provide a 
method for allocating net income in 
such cases by first deducting the costs 
of the goods sold and other related ex- 
penses from such sales, and then appor- 
tioning the resulting net income by 
applying two factors. Half of the net 
income is apportioned to sources within 
and without the United States in the 
ratio of the value of the property used 
in producing the income, and the other 
half of the net income is apportioned 
in the ratio of gross sales within and 


(34) Reg. 111, Sec. 29.119-10. 
(35) Reg. 111, Sec. 29.119-12. 
(35a) Reg. 111, Sec. 29.119-12. 
(36) Reg. 111, Secs. 29.119-13 and -14. 
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without the United States. Finally, a 
producer may use his own accounting 
method in apportioning the net income 
from such sales, if it can be shown that 
it reflects income more clearly than by 
the use of either of the foregoing arbi- 
trary apportionment formulas. 


Possessions of the United States 


In case the foreign country involved 
is a United States possession, one of the 
factors in the apportionment is the 
value of the property used in producing 
the income and the other factor is ‘the 
business of the taxpayer”.©54) The lat- 
ter is defined as the sum of the wages, 
purchases of goods and materials and 
supplies relating to the production of 
the property plus the gross sales. The 
purpose of these formulas is to appor- 
tion expenses that cannot otherwise be 
accurately applied against that part of 
the income which results from the pro- 
duction of the goods and that part 
which is due to the sale of the goods. 
The use of such formulas affords the 
advantages of certainty and uniformity, 
even though the results may, in some 
cases, be lacking in theoretical exact- 
ness. If goods are purchased in a pos- 
session of the United States and sold 
in the United States, sich a transaction 
is likewise considered as giving rise to 
income from sources partly within and 
partly without the United States. The 
net income from such sales may be ap- 
portioned in the ratio of “the business 
of the taxpayer” (as defined above), 
or the taxpayer’s own accounting 
method may be recognized if it can be 
shown to reflect income clearly. 

In addition to the foregoing, the 
Regulations prescribe various rules for 
apportioning deductions and determin- 
ing the net income attributable to 
sources within the United States in the 
case of various types of income, such as 
transportation, telegraph and_ cable 
services, (3) 
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Computation of United States 
Taxes on Income 


A resident foreign corporation is 
taxed on its total net income from all 
sources within the United States. Such 
income is subject to normal tax at the 
flat rate of 24%, regardless of the 
amount of the income, and at the same 
surtax rates as are applicable to the 
income of a domestic corporation. A 
non-resident foreign corporation is sub- 
ject only to the flat 30% tax (which is 
required to be withheld by the payor) 
only with respect to income from 
sources in the United States of the fixed 
or determinable type. 


Tax Treaties Between the United 
States and Foreign Countries 


We now have tax treaties with Can- 
ada, Great Britain and Northern Ire- 
land, France, and Sweden. Similar 
treaties are now being negotiated with 
The Netherlands, Belgium, and Luxem- 
burg, and our State Department has 
asked for suggestions for points to be 
considered at the United States-Philip- 
pine Tax Convention hearings. sched- 
uled to open in Manila in January, 
1947,364) Any one of the foregoing 
treaties would furnish sufficient mate- 
rial for a long article. The tax treaty 
with Canada, for example, covers busi- 
ness income and dividends, capital 
gains, income from personal services, 
income of students, reduced tax rates, 
and credits allowable against taxes on 
income, 

The present discussion will deal with 
only a few of the more important points 
of the recent tax convention between 
the United States and Great Britain 
and Northern Ireland, which covers: 
business income (including the question 
of what constitutes doing business in 
Great Britain—a United States cor- 
poration is not subject to British taxes 


on its industrial or commercial profits 
unless it has a permanent establishment 
in the United Kingdom) ; dividends, 
royalties from patents, royalties from 
mines and real estate rentals; capital 
gains; income from personal service 
(in general) ; income of teachers and 
students ; government salaries and pen- 
sions; and credits allowable against 
taxes on income. 

This convention is effective retro- 
actively as of January 1, 1945, as to 
United States taxes on income and as 
of various dates under British tax law. 
After you have read the convention and 
noted the words used in reward to the 
latter, you had better get them trans- 
lated into “American”. Otherwise, you 
are very likely to misunderstand these 
words so far as they concern the effec- 
tive dates for the application of the con- 
vention to certain British taxes on in- 
come received by United States tax- 
payers. 


Relief Afforded United States 

Taxpayers 

The provisions of this tax convention 
relating to income from dividends and 
from patent royalties are of particular 
interest because United States tax- 
payers have been treated very badly in 
the past with respect to those two types 
of income and, in the author’s opinion, 
have been very unfairly and unneces- 
sarily penalized. These provisions have 
put an end to the crying injustices be- 
ing done to United States taxpayers 
as a consequence of the really ridicu- 
lous interpretation of British income 
tax law by our courts in the application 
of provisions of our Internal Revenue 
Code relating to credits for foreign in- 
come taxes. The trouble started when 
the Supreme Court first interpreted the 
income tax provisions of the British 
law regarding dividends in the Biddle 
case.37) Perhaps there was a little 


(36a) A tax convention with the Union of South Africa was signed on December 13, 1946. 
When this convention is ratified it will be effective retroactively as of July 1, 1946. (State 
Department Press Release No. 913, December 17, 1946.) Tax treaty negotiations are to 
be commenced shortly with Denmark and interested parties have been asked to submit 
suggestions. (State Department Release No. 15, January 8, 1947.) 


(37) Biddle v. Comm., 302 U.S. 573. 
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Foreign Trade and Federal Taxes 


emotion mixed up with that decision 
that may have “blurred the glasses” of 
the members of that Court in some way 
when they were trying to reason out the 
problem logically. The distorted rea- 
soning of the decision in that case led 
to further absurd injustices in the Trico 
Products@®) and Irving Air Chute 
cases, involving patent royalties re- 
ceived by’ a United States taxpayer 
from a British licensee. To illustrate: 


A United States corporation owns a 
patent. It licenses a British corpora- 
tion to use that patent on the basis of a 
royalty equal to 10% of the gross sales. 
Later, the British Government figura- 
tively says to the licensee: “Well, we 
now have a war on. You must pay 
over to us half of those royalties under 
our new statute.” So the British li- 
censee, in the future, pays only half of 
the royalty to the United States tax- 
payer and turns the other half over to 
the British Treasury. The United 
States taxpayer gets only half of what 
he is entitled to receive under his agree- 
ment. The foreign government has 
taken the other half in the guise of 
taxes. 


It is incomprehensible how our 
courts have been able to convince them- 
selves (incidentally supporting the 
Treasury Department in collecting ad- 
ditional taxes from the United States 
taxpayer) that the tax collected by the 
British Government in such a case is 
not levied on the United States tax- 
payer at all, but rather that it is levied 
on the British taxpayer, even though it 
is the United States taxpayer’s money 
that pays that tax as a consequence of 
an exaction over which he has no con- 
trol! The British Government takes 
half of the royalty to which the United 
States taxpayer is entitled under the 
license agreement, and the United 
States court says in effect: “It is not a 
tax on your income, it is a tax on the 


sritish payor’s income.” You are out 
50%, but it’s not a tax on your income! 


Claiming Tax Exemption on 
British Patent Royalties 


That situation has now been cured by 
the treaty effective with respect to the 
British assessment year of April 6, 
1945. Any taxpayer who has received 
payments from a British patent licensee 
during the past two years may be en- 
titled to a refund from the British 
Treasury of the tax withheld with re- 
spect to those royalties and can file a 
Claim for Exemption and avoid such 
withholding from future royalties. 
There is a similar exemption with re- 
spect to interest. The necessary forms 
for claiming exemption can be obtained 
from the Collector of Internal Revenue, 
Custom House, New York, N. Y. 

The instructions issued by the British 
Government in connection with the 
forms for the use of United States tax- 
payers claiming these exemptions will 
be found very helpful in interpreting 
these provisions of the convention. 


Foreign Tax Credits with Respect 
to British Dividends 


As pointed out above, United States 
courts have likewise held that dividends 
received by a United States taxpayer 
from a British corporation, minus the 
British income tax withheld at source, 
do not represent income with respect to 
which foreign income tax has been 
withheld. There the picture was a little 
more confused. The court reasoned 
that the tax was on the British paying 
corporation and that the United States 
taxpayer simply got less dividends by 
reason of that tax. It is the author’s 
view that this decision was not any 
more justified than the royalty decision, 
but it is not as easy to point out the 
fallacy in the reasoning because a stock- 
holder has no contractual right to be 


(38) Trico Products Corp., 46 BTA 346; afi’d. on another issue, 137 F(2) 424 (CCA-2, 


1943). 


(39) Irving Air Chute Co., Inc., 1 TC 880; aff'd. 143 F(2) 256 (CCA-2, 1944); cert. 


den. November 12, 1944. 
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paid a particular amount of dividends 
such as exists in the case of royalties. 

Article XIII of the convention covers 
the receipt of dividends by a United 
States corporation from a British cor- 
poration. This article provides that, 
subject to the limitations of Sec. 131(f) 
of the Internal Revenue Code, a United 
States corporation which receives divi- 
dends from a British corporation can 
take a credit for any British income tax 
paid with respect to those dividends, 
provided the full amount of such divi- 
dends is included in its gross income. 
This provision should have the effect 
of avoiding future injustices such as 
resulted from the decision in the Biddle 
case. british corporations receiving 
dividends from United States corpora- 
tions are similarly entitled to a credit 
for United States taxes payable with 
respect to income from sources within 
the United States. 

Space does not permit of a full de- 
scription of the effect of each of the 
many provisions of this and the other 
tax conventions. It must always be 
kept in mind that all provisions of the 
Internal Revenue Code, including tax 
rates, relating to transactions involving 
foreign persons, are effective only to the 
extent not modified or superseded by 
provisions of these tax conventions. 


Foreign Exchange 

Fluctuations in the value of foreign 
currencies, as* measured in United 
States dollars, give rise to many tax, as 
well as business, problems where for- 
eign transactions are involved. 

There are numerous rules dealing 
with the conversion of foreign curren- 
cies into United States dollars for Fed- 
eral income tax purposes, depending 
upon the nature of the transaction and 
the manner in which the company may 
be carrying on operations in a foreign 
country. Space does not permit enu- 
merating these rules. 

In connection with the deduction for 
credit claimed for taxes on income paid 


to foreign governments, the exchange 
rate to be used in converting the foreign 
currency into United States dollars is 
the actual value of the currency on the 
date of payment. Where a deduction 
or credit on account of foreign income 
taxes is claimed on the accrual basis, the 
actual value of the foreign currency on 
the last day of the taxable year is to be 
used in making the conversion.‘3%) 

It is important to keep in mind that 
where operations are carried on in a 
foreign country by means of a foreign 
corporation, fluctuations in value of its 
net assets, due to fluctuations in ex- 
change rates, cannot be reflected in the 
taxable income of its United States 
stockholder. There is also a difference 
in the method of determining the tax 
effect of such fluctuations in foreign 
exchange rates, depending upon 
whether or not the United States tax- 
payer operates in the foreign country 
through a branch. Further problems 
arise by reason of Government restric- 
tions on transfers of funds and the 
variations between nominal and actual 
values of free funds and different 
classes of blocked currency. All of 
these are matters which must be taken 
into consideration in determining the 
manner in which it is advatitageous for 
a United States corporation to engage 
in foreign trade. 


Practical Application of the 

Foregoing Rules 

In the foregoing discussion there 
have been pointed out some of the con- 
ditions that must be considered in deter- 
mining what income is taxed and how 
it is taxed, in the case of a United 
States corporation doing business with 
foreign persons and a foreign corpora- 
tion receiving income from persons 
within the United States. These prin- 
ciples will now be applied to a few spe- 
cific examples: 

A manufacturing corporation expects 
to be able to sell a large amount of 
goods in Central or South America. 


(39a) T.T. 1645, C.B. II-1, 141; and S.M. 4081, C.B. IV-2, 201. 
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What methods of operation are avail- 
able to it? It can continue to manu- 
facture and sell through the existing 
corporation. No exemption of its for- 
eign income will be obtained, but it will 
he allowed the benefit of the foreign 
income tax credit. It can go to the 
other extreme: set up a foreign corpo- 
ration and set up a plant in the country 
where it wants to sell. It can set up 
that corporation as a subsidiary, or it 
can set it up as a foreign corporation 
owned directly by the stockholders. If 
it is owned directly by the stockholders 
the income represented by the dividends 
eventually received b* them will avoid 
double United States taxation. If, how- 
ever, the foreign subsidiary is owned 
by a domestic corporation, the entire 
dividends will be taxable to the United 
States corporation, without benefit of 
the 85% credit allowed with respect to 
domestic dividends. Only what is left 
after United States taxes (as reduced 
by the credit for foreign income taxes) 
will go to the United States stockhold- 
ers of the pareit corporation; and, 
when these stockholders eventually re- 
ceive that residue in the form of divi- 
dends they will have to pay yet another 
tax on what they finally got. 

The manufacturing corporation may 
set up another domestic corporation 
which it expects to qualify as a West- 
ern Hemisphere Trade Corporation. It 
may carry on export operations from 
headquarters in the United States and 
attempt to operate in such a way under 
the existing provisions of the Internal 
Revenue Code as to qualify as a West- 
ern Hemisphere Trade Corporation in 
order to obtain exemption from the 
surtax on its income; or it may find it 
necessary to appoint agents with full 
powers to bind it in making sales in 
the foreign country ; or it may consider 
it necessary to establish branches 
abroad. 

Whether or not a United States cor- 
poration should set up a foreign corpo- 
ration to operate in a foreign country 
is very much more a business question 
and a question of the nature of the laws 
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in that country in regard to that par- 
ticular type of operation, rather than 
a Federal income tax question. This 
discussion deals with the effect of set- 
ting up a foreign corporation, as far as 
United States income taxes are con- 
cerned, but other considerations, in- 
cluding considerations of local controls 
and foreign exchange controls that pre- 
vent any hope of getting funds out of 
the foreign country, are likely to be of 
controlling weight. 


Qualifying as a Western Hemisphere 

Trade Corporation 

We will next compare the tax effects 
of operating through an existing domes- 
tic corporation and operating through 
a Western Hemisphere Trade Corpora- 
tion, and what would have to be done 
to make it possible, under existing law, 
to obtain the benefits afforded a West- 
ern Hemisphere Trade Corporation. 

If a portion of the profit of the busi- 
ness can legitimately be gotten into a 
Western Hemisphere ‘Trade Corpora- 
tion, that much of the profit escapes the 
surtax. That amounts to 14% in the 
top brackets ; 14% out of the combined 
top-bracket rate of 38% is a very sub- 
stantial saving in tax. Obviously, a 
corporation that is manufacturing its 
goods in the United States can’t qualify 
as a Western Hemisphere Trade Cor- 
poration because it is producing income 
from sources within the United States 
even if it makes no sales here; this is 
so by reason of the requirement that 
income must be opportioned between 
manufacturing and selling. It can ob- 
tain this benefit, then, only by setting 
up another corporation, whether a sub- 
sidiary or owned by the stockholders 
(the latter course might be better in 
some cases) to carry on trading oper- 
ations: that is, to buy the goods from 
the manufacturing company and to sell 
them in South America or wherever 
their market is in the Western Hemi- 
sphere. 

In computing the profits of such a 
subsidiary it must be kept in mind that 
goods purchased from the parent com- 
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pany must be taken into account at their 
fair market value—that is, at prices 
such as would be fixed in “arm’s 
length” transactions between unrelated 
concerns. If this is not done, the Com- 
missioner of Internal Revenue has au- 
thority) to disregard the prices 
charged and redetermine the actual 
profits on such basis. 


How to Be Sure that Sales Are Made 
Outside the United States 


In order that sales may be recognized 
as being made in a foreign country and 
not in the United States, the only safe 
procedure under the existing state of 
confusion is to be sure to meet the tests 
of both the court rule and the Bureau 
rule. To satisfy the court rule you 
have to make sure that title really 
passes outside of the United States. It 
would seem that if you want to be really 
sure of that, there is no other way than 
to have a branch or representative in 
such country to which or to whom the 
goods can be shipped and received there 
in the name of the corporation. If the 
goods are shipped to the foreign coun- 
try consigned to the order of the ship- 
per, it would seem that title does not 
pass in the United States, but even that 
is not certain, in view of what the court 
held in the Ron Rico case. 


If you want to meet the Bureau test, 
you must have a branch or a repre- 
sentative in the foreign country. You 
must have someone there who can and 
does obtain the order and give a firm 
acceptance of the order. 

If you do those two things, and if 
the sales made in that manner give 
rise to more than 95% of the gross 
income, the corporation will meet the 
most difficult test as a Western Hemis- 
phere Trade Corporation. It is easy 
to qualify as to doing business only in 





the Western Hemisphere, and it is like- 
Wise easy to meet the test with respect 
to deriving 90% of gross income from 
the active conduct of a trade or business. 


Income of Foreign Corporations 
from United States Transactions 


As for a foreign corporation having 
income from persons“) in the U nited 
States by reason of selling goods here, 
if it accepts the orders in the foreign 
country and merely ships the goods to 
buyers in this country, such sales do 
not give rise to income from sources 
in the United States. If such corpora- 
tion establishes an office here and buys 
goods here but makes no sales here, 
it is doing business here but it still 
will have no income from United States 
sources merely as a result of such pur- 
chases. 

The tax on the income derived by 
a resident foreign corporation from 
sources in the United States is com- 
puted in the same manner as in the 
case of a domestic corporation and it 
therefore obtains the benefit of the 
85% dividends received credit.“4!) This 
means that a corporation that can 
qualify as a resident pays only a small 
tax on dividends compared with the 
tax that it would otherwise pay on 
such income at the flat 30% rate. 

There was a time when it was sufh- 
cient for a foreign corporation merely 
to establish an office here in order to 
obtain the status of a resident foreign 
corporation. Today, however, this is 
not enough ; it must be actually engaged 
in trade or business within the United 
States-to be taxed as a resident foreign 
corporation. 


Practical Difficulties in Making Sales 
Outside the United States 


The foregoing discussion has touched 


(40) Section 45, I.R.C., gives the Commissioner of Internal Revenue authority “. . . to 
distribute, apportion, or allocate gross income, deductions, credits, or allowances between or 


among such organizations, 


. if he determines that such distribution, apportionment, or 


allocation is necessary in order to prevent evasion of taxes or clearly to reflect the income 


of any of such organizations . 


40a) For tax purposes Sec. 3797 (a) ( 1), I.R.C., defines the term “person” to include a 


corpors ation 


11) Sees. 231(b), 14(c) (1), 13(a) (2), 15, and 26(b), ILR.C 
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on some of the many rules applying to 
different classes of taxpayers and dif- 
ferent types of transactions involving 
foreign trade. Under these rules you 
will get different tax results depending 
on what steps you take, which in turn 
depend on the extent to which you 
have freedom of action. As far as 
doing business in Central and South 
America is concerned, you will find in 
many instances that some of the means 
theoretically available for carrying on 
business and establishing sales as being 
made outside of the United States are 
actually impracticable. This may be 
due to local situations such as custom 
duties. Mark Twain, in one of his 
stories, tells how one boy asked the 
other why they are called custom 
“duties”, and the other replied that 
he didn’t know, but the nearest he 
could figure it out was that they 
thought it their duty to “soak” you all 
they could! 


There are countries to the south of 
us where the duties are likely to be 
greater than the cost of the goods laid 
down in the country. If a native buys 
the goods and you ship them to him 
direct from the United States, he might 
get them on his shelves by some strange 
art, which is quite commonly known 
in those countries, at a much lower cost 
than if they were shipped to the order 
of the shipper, placed in a warehouse 
on arrival and then delivered to the 
buyer. The authorities would fulfill 
their duty to charge plenty of duty on 
those goods before the shipper could 
get them out of the warehouse. And 
there are some countries where you 
can’t ship goods to the order of the 
shipper, sight - draft - bill - of - lading - 
attached. Theoretically, that is a very 
good method, but sometimes you just 
can’t use it. ; 


Help for Small Business in 
Foreign Trade 


There are numerous practical diffi- 
culties that make it very hard to comply 
with the court and Bureau rules as to 
place of sale, as they presently exist. 
Large business organizations can afford 
to set up branches and establish friendly 
commercial relations with all the off- 
cials and other important people in for- 
eign countries. If “Small Business” is 
to be enabled to compete successfully 
in this field without being able to do 
all those things, we must have a change 
in the rules for determining the source 
of income from sales. What is needed 
is a provision that the source of in- 
come, in the cases of sales of personal 
property, is where the buyer is located 
and has a permanent place of business. 
It would then be a very simple matter 
to qualify and operate as a Western 
Hemisphere Trade Corporation. In 
fact, if we really want to encourage 
export business, why limit it to Central 
and South America? It is true that 
any provision which gives a tax advan- 
tage to exporters is, in effect, a subsidy, 
but the trouble is that at present there 
is such a subsidy but it helps only those 
who can do business on a very large 
scale and does not encourage ‘Small 
3usiness” to enter the export field. 


Furthermore, the present provisions 
of the Internal Revenue Code have a 
tendency to promote the establishment 
by U. S. taxpayers of foreign branches 
and foreign plants. Perhaps that is in 
some ways in accordance with the good 
neighbor policy but, on the other hand, 
it promotes taking certain business out 
of the United States instead of keeping 
it here, which is not in accordance with 
our traditional policy. 
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Restrictive Agreements for Purchase of Stock: 
Effect on Estate and Gift Tax Valuations 


By Epwin S. ConHen 
quire lengthy consideration and meticu- 


|. Introduction 

es among stockholders of 
corporations restricting their right 
of disposition of their stock have many 
and varied business purposes. ‘They 
may be employed, for example, to insure 
continuity of control of the corporation ; 
to prevent outside parties becoming 
stockholders; to promote stability of 
management ; to interest and retain able 
officers and employees; to fix the price 
and procedure for disposing of a stock- 
holder’s interest upon his death; and 

other uses too numerous to detail. 
Necessarily the form and content of 
these agreements vary as widely as the 
factual situations they are designed to 
accommodate. Complex in nature and 
vital in effect upon the parties, they re- 
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lous draftsmanship. For example, two 
men embarking on a business in cor- 
porate form may wish to set a price at 
which upon the death of one, the survi- 
vor may purchase the shares of the de- 
ceased. If the price were set too hig®, 
the survivor might have difficulty 
financing the purchase ; if it were set 
too low, the decedent’s family might not 
be sufficiently provided for ; and neither 
party can foretell whether he will sur- 
vive the other. If the executor of the 
decedent is dissatisfied with the price or 
other provisions, he may feel obliged 
to contest the agreement unless it has 
been made completely effective in its 
provisions. 

In recent years there has been added 
to the practical aspects of such agree- 
ments the problem of their effect upon 
the value of the stock for estate and gift 
tax purposes. At present tax rates this 
may be a matter of much concern. The 
tax effect will depend largely upon the 
terms and provisions of the restrictive 
agreement. It is too late to rectify any 
inadequacies in the agreement after a 
taxable transfer has been made. The 
significant period for considering the 
tax aspects is at the time of drafting 
the agreements. 

Unfortunately the tax effects of these 
agreements are not prescribed by any 
provisicn of the Internal Revenue Code 
or the estate or gift tax regulations. 
Both the estate! and gift? tax provisions 
of the Code impose a tax simply upon 
the “value” of the property in question. 
This the estate? and gift? tax regula- 


‘The value “of the gross estate of the decedent shall be determined by including the value at the 


time of his death of all propert 


death ; 
2 1.R.C: $1005 provides 


“If the gift is made in property, the value thereof at the date of the gift shall 


mount of the gift 
> Estate Tax Regulations 105, Sec 81.10 prov 
“Valuation of property.—(a) General 
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tions interpret to mean “fair market stock then worth $1,165 per share. The 
value.” But nowhere is the effect of corporation reserved an option to re- 
a restrictive agreement discussed. This purchase from him at par five-sevenths 
omission has left the matter to be de- of the shares in the following year, or 
veloped by judicial decision—a method — four-sevenths in the next year, or three- 
which in this era of changing and devel- . venths in the next year, etc. In de- 
oping tax concepts often fails to produce termining the cost of the shares re- 
decisive tests. : ceived, the Supreme Court held that 
No estate or gift tax case involving a two-sevenths of the shares, being free 
restrictive agreement has yet reached of the repurchase option, should be 
the Supreme Court. But a decade ago yalyed at the full market price for un- 
the high court considered an income tax restricted shares; but as to the shares 
case involving somewhat comparable subject to the option the Court con- 
problems. Helvering v. Salvage? con-  ¢lyded., 
erned an individual who, in considera- 
tion of an agreement not to compete 
with a corporation, was allowed to buy of fair market value at that time in excess 
from it at par of $100 each shares of its of $100 per share.” 7 * 


“Considering the option to repurchase at 
par, * * * there could be no proper finding 


“(c¢) Stocks and bonds.—The value of stocks and bonds, within the meaning of the 
Internal Revenue Code, is the fair market value per share or bond on the applicable 
valuation date: *:* * 

“If actual sales or bona fide bid and asked prices are not available, then, * * * the 

value is to be arrived at * * * in the case of shares of stock, upon the basis of the com- 

pany’s net worth, earning power, dividend-paying capacity, and all other relevant factors 
having a bearing upon the value of the stock. Among such other relevant factors to be 
considered are the values of securities of corporations engaged in the same or a similar 
line of business which are listed on an exchange. However, the weight to be accorded 

pir comparisons or any other evidentiary factors considered in the determination of a 

ralue depends upon the facts of each case. 

4 ‘Gilt Tax Regulations 108, Sec. 86.19 provides: 

“Valuation of property—(a) General.—T he statute provides that if the gift is made 
in property, the value thereof at the date of the gift shall be considered the amount of the 
gift. The value of the property is the price at which such property would change hands 
between a willing buyer and a willing seller, neither being under any compulsion to buy 
or to sell. The value of a particular kind of property is not to be determined by a forced 
sale price. Such value is to be determined by ascertaining as a basis the fair market 
value at the time of the gift of each unit of the property. * * * All relevant facts and 
elements of value as of the time of the gift should be considered. * * * 

“(c¢) Stocks and bonds.—The value at the date of the gift in the case of stocks and 
bonds, within the meaning of the statute, is the fair market value per share or bond on 
such date.” 

“If actual sales or bona fide bid and asked prices are not available, then, * * * the 
value is to be arrived at * * * in the case of shares of stock, upon the basis of the company’s 
net worth, earning power, dividend-paying capacity, and all other relevant factors having 
a bearing upon the value of the stock.” 

5 297 U. S. 106 (1936) 

6 The shares were acquired by the taxpayers in 1922 and were subsequently exch anged 
tax-free for preferred and common stock of the same corporation. The case involved income 
tax for the year 1929, when the preferred stock was redeemed, and the result depended upon 
the cost of the stock received in 1922, Thus the taxpayer contended that the value of the 
stock received in 1922 was its full fair market value, whereas the Commissioner argued that 
the repurchase option limited the value to par. In estate and gift tax cases the position of 
the parties is usually reversed, with the Commissioner seeking the high value and the tax- 
payer the restricted amount. 

7 A year later the Supreme Court dealt with a somewhat related problem in Helvering v. 
Tex-Penn Oil Co., 300 U. S. 481 (1937). There, in a reorganization of several companies, 
the recipients of stock of the new company entered into an oral agreement with a bankers’ 
syndicate, which also acquired a large block of the new stock, that they would not sell their 
stock for a period of ninety days, with a right in the bankers to extend the period for 
ancther ninety days. The stock was of a speculative nature, since the company’s assets 
consisted largely of unproven oil interests. The Supreme Court found in a lengthy opinion 
that the transaction was a tax-free reorganization i! that accordingly no gain or loss was 


1047 163 





The New York Certified Public Accountant 


The Salvage case shows that the Su- 
preme Court, at least as it was then 
constituted, considered that an out- 
standing purchase option could impose 
a ceiling upon value. Yet it did not 
deal with a restrictive agreement among 
stockholders for estate and gift tax pur- 
poses. For further guidance in this 
respect we must turn to lower court 
decisions. 

II. Estate Tax Aspects 

Two decisions of the Second Circuit 
Court of Appeals lead the way in con- 
sidering the estate tax aspects of stock- 
holders’ restrictive agreements. In 
Wilson v. Bowers® the decedent, his 
nephew and a third party, owning all 
the stock of the corporation, executed 
a contract under which the decedent 
agreed that he would not sell, assign 
or transfer his stock to any other party 
without first offering his stock to his 
nephew at $6.67 per share for a period 
of four months; and if his nephew 
failed to accept that offer, a similar 
offer was to be made to the third party 
for a second period of four months. 
Further it was agreed that upon dece- 
dent’s death his nephew would have the 
right for four months after qualification 


of executors to purchase the stock at 
that price; and if the nephew failed to 
exercise the option, the third party 
would have a similar right for another 
period of four months. Comparable 
options given by the nephew and the 
third party on their stock furnished the 
consideration for the agreement. By 
his will the decedent bequeathed his 
stock to his nephew. The Commissioner 
fixed the value of the stock at $23.55 a 
share as compared to the contract price 
of $6.67. Holding the contract price con- 
trolling, the Second Circuit ruled: 
“Since the contract was specifically en- 
forceable, it seems obvious that the sale 
value of the stock during the testator’s life 
could have been no more than the low price 
at which he was obliged to offer it, first, to 
Franklin Wilson, and then to Betts; nor 
could his executors have sold it for more, 
unless both the option holders had allowed 
their options to lapse. Even if each was 
penniless, money could readily have been 
borrowed on the stock when it was worth 
nearly four times the option price. We 
are to deal with actualities; and the sug- 
gestion that the shares may have had a 
greater market value because of the pos- 
sibility that the options would not be exer- 
cised seems too extravagant to require fur- 
ther refutation. * * * So long as the option 
here involved was outstanding, the prop- 
erty could not be sold for more than the 
option price.” 9 


recognized on the exchanges. But nct content with this as a sole ground for the opinion, the 


Court added a concluding paragraph saying: 


“The court is also of opinion that the judgments must be affirmed upon the ground 
that in the peculiar circumstances of this case, the shares of Transcontinental stock, 
regard being had to their highly speculative quality and to the terms of a restrictive 
agreement making a sale thereof impossible, did not have a fair market value, capable of 
being ascertained with reasonable certainty, when they were acquired by the taxpayers.” 


The effect of a temporary prohibition against sale has been considered in a number oi 
income tax cases in the lower courts, with varying results due largely to differing factual 
circumstances. See, e.g., Propper v. Commissioner, 89 F. (2d) 617 (CCA 2d, 1937); 
Schuh Trading Co. v. Commissioner, 95 F. (2d) 404 (CCA 7th, 1938); Heiner v. Gwinner, 
114 F. (2d) 723 (CCA 3rd, 1940), cert. den. 311 U. S. 714. 

.857 F. (2d) 682 (1932), aff'g. 51 F. (2d) 261 (S.D.N.Y., 1931). 

9 The decedent Wilson died in 1921. The estate tax law then applicable provided for 


including property in the gross estate, 


“To the exent of the interest therein of the decedent at the time of his death which 
after his death is subject to the payment of the charges against his estate and the expenses 
of its administration and is subject to distribution as part of his estate.” Rev. Act ot 


1918, §402 (a). 


The Second Circuit stated that the shares subject to the option were not subject to distribu- 
tion as part of the estate, even though actually bequeathed to the nephew. The Court no 


doubt intended to imply that no part of the value in excess of the option price was available 
for payment of charges and expenses and subject to general disposition by the decedent’s will. 
It is to be noted that in the Revenue Act of 1926, §302 (a) the italicized words were deleted 
from the statute. But in Lomb v. Sugden, 82 F. (2d) 166 (CCA 2d, 1936), infra n. 10, the 
Court sustained the effect of a restrictive agreement under the amended statute. 
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The Court did not seem to be trou- 
bled by the fact that the stock passed 
to the nephew by bequest of the dece- 
dent rather than by exercise of the op- 
tion. The Court brushed aside the point 
on the basis that “‘subsequent events 
should not be considered in determin- 
ing value at the time of death.” 

Several vears later in Lomb v. Sug- 
den'® the Second Circuit again sus- 
tained for estate tax purposes a limita- 
tion in value imposed by a stockholder’s 
restrictive agreement. There the stock- 
holders of Bausch & Lomb Optical 
Company had entered into a written 
agreement that none of them would sell 
their stock, except to other stockhold- 
ers, without first offering the shares for 
a period of ninety days to the other 
stockholders, who were to have the 
right to purchase in proportion to their 
stuckholdings at a price computed un- 
ler a specified formula based upon 
earnings and book value. Upon the 
death of a stockholder without lawful 
issue, the surviving stockholders were 
to have an option to purchase the com- 
mon stock held by the decedent at the 
then current option price, except that 
a steckholder dying without issue could 
bequeath his stock to other stockholders 
in such manner as he wished and could 
bequeath not to exceed 10% of his stock 
to outside parties. Mrs. Lomb by her 
will bequeathed all of her stock to her 
husband, who was also a stockholder, 
and thereby prevented the option rights 
of other stockholders from becoming 
operative upon her death. The current 
yption price at the time of her death 
was $69.445 per share, but the Com- 
missioner fixed a value for the stock of 
$100 per share. The Second Circuit 
held that the option price was con- 
trolling, saying: 

“The transferees of the decedent here 
would necessarily be either members of a 
group of stockholders who were mere 
donees, or else would be members of a 
group of stockholders who had the priv- 





ilege of purchasing the shares at the lim- 
ited price of $69.445 per share. In either 
case the decedent had stock which she was 
obliged to give away or to sell at $69.445, 
if members of the group were willing to 
pay that price (30 per cent. less than the 
assessed value) for the proportion of the 
stock offered for sale to which each was 
entitled under the agreement. * * * Mrs. 
Lomb at the time of her death was re- 
stricted to a price of only $69.445 because 
she was obliged either to donate her stock 
to the other stockholders or to offer it to 
them at that low price. In either event 
that price was the most that she could 
obtain for her stock in the natural course 
of events.” 
The Court relied strongly upon its own 
decision in Wilson v. Bowers, supra" 
and upon Helvering v. Salvage, supra! 
decided by the Supreme Court two 
months before. 

The Lomb and Wilson cases indicate 
a general tendency to accept a purchase 
option in a_ stockholders’ restrictive 
agreement as imposing a ceiling upon 
value at death. Stress is placed upon 
the price obtainable on sale of the stock 
—upon the word “market” in the 

“cc < ” 

phrase “fair market value.” Ignored 
in the Lomb case is any value attributa- 
ble to the right of the legatee, derived 
from the decedent at his death, to hold 
the stock subject to the restrictive 
agreement and collect dividends there- 
on. 

Some years later a more flexible at- 
titude toward the problem was evi- 
denced by the First Circuit Court of 
Appeals in Worcester County Trust 
Co. v. Commissioner.'3 There the arti- 
cles of incorporation provided that be- 
fore disposing of his stock, every stock- 
holder or his estate would first offer the 
stock to the corporation for a period of 
thirty days at a price equal to the book 
value at the close of the preceding 
month with certain adjustments. The 
restriction was not to be applicable to 
transfers to legatees or next of kin in 
distribution of a decedent stockholder’s 
estate; and the Board of Directors 


10 82 F. (2d) 166 (CCA 2d, 1936), rev’g. 11 F. Supp. 472 (W.D.N.Y., 1935). 


11 Supra, n. 8 
2 Supra, n. 5. 


13134 F. (2d) 578 (CCA Ist, 1943), rev’g. 46 B.T.A. 337 (1942). 
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could waive compliance with the agree- 
ment in specific instances. On the death 
of a stockholder, his estate asserted that 
the value of the stock was limited to the 
option price of $15.46, whereas the 
Commissioner asserted a full value of 
$35 per share. The Board of Tax Ap- 
peals sustained the Commissioner on 
the ground that the contract did not re- 
quire a stockholder to sell or prohibit 
him from selling; that he could retain 
his stock during his life time, could 
make a testamentary transfer and his 
legatee could do likewise; and that if 
the corporation wished to buy before he 
wished to sell, it would have to pay the 
full price. The Board concluded that 
“The restriction leaves the value unaf- 
fected and only restricts the field of 
available purchasers in the first in- 
stance, if the shareholder should wish 
to sell’’.!4 

On appeal, the First Circuit, revers- 
ing the Board, agreed neither with the 
Commissioner nor the taxpayer. Dis- 
posing of the taxpayer’s contention that 
the agreement imposed a ceiling on 
value, the Court said, 


“We cannot agree with the taxpayers 
that the amendment set the value of the 
shares at their book value on the critical 
date. The amendment did not prohibit 
sales of the stock except at book value, nor 
did it fix book value as a call price at which 
at the behest of the corporation the stock 
must be sold. It fixed a limitation on the 
price obtainable by a shareholder for his 
shares only if he wished to sell and if the 
corporation at that time wished to buy.” 


But holding that the agreement “neces- 
sarily has a depressing effect upon the 
value of the stock in the market”, the 
Court continued, 

“A commodity freely salable is obvi- 
ously worth more on the market than a 
precisely similar commodity which cannot 
be freely sold. To be sure the restriction 
does not affect the value of the stock so 





regulations, is to be used as the basis for 
computing the tax. The value to be used 
for this purpose is ‘the fair market value’, 
at the critical date, that is the ‘price at 
which the property would change hands 
between a willing buyer and a willing 
seller, neither being under any compulsion 
to buy or to sell.’ * * * Upon purchase, 
then, a buyer would own a stock which if 
he ever elected to sell, he might well have 
to sell at book value, and this undoubtedly 
would tend to reduce its value on the 
market. It seems to us that in reason it 
must be said that the restriction affected 
the market value of the stock, and this 
being so it should have been considered as 
one of the ‘relevant factors having a bear- 
ing’ on that question.’ 


It is apparent that the approach of 
the First Circuit in the Worcester case 
is distinctly different from that of the 
Second Circuit in the Lomb case. The 
emphasis is on a broader concept ot 
valuation, not confined to the price 
which could be derived from an imme- 
diate sale of the stock. Lomb dwelt 
primarily upon the amount which the 
stock would bring if sold by the dece- 
dent or his estate, that price naturally 
being limited to the option price in the 
agreement. No consideration was given 
to the value of the right to retain the 
stock and collect dividends thereon—a 
right which decedent could pass to his 
legatee without making the option 
operative. In many instances the right 
of retention may be worth substantial 
amounts. For example, if the option 
price is $100 per share but the stock is 
paying dividends of $25 annually, cer- 
tainly the right to receive such large 
dividends for a substantial period before 
the option becomes operative is a valu- 
able asset. To the extent the annual 
dividends will exceed a fair return on 
the option price, there is a value attrib- 
utable to the right of retention, which 
must be added to the option price at 
which the stock will ultimately be sold 
in order to determine the full current 


long as the owner does not wish to sell, : oki = hg 
but it is not this value which, under the Value of the stock. The Court in the 
14.46 B. T.A. 337, 340. In several earlier estate tax cases the Board of Tax Appeals had 


similarly held bate where death did not make the options operative the restrictive agreements 


did not effect the value of the stock. 


Michiaan Trust Company, 27 B.T.A. 556 (1933) ; 


663 (1931). 


166 


Frederick A. Koch, Jr., 


28: B.T.A. 363 (1933) ; 
City Bank Farmers Trust Co., 23 B.T.A. 
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lV’orcester case seems to have in mind evidence of value. And here it is the only 
: 2 AIS i : suggested criterion which reflects the value 

he yrtance of this right of retention, —— : ee 

the importa § : to the owner of the entire bundle of rights 


though it does not specifically discuss in a single-premium policy—the right to 
the problem in this light. retain it as well as the right to surren- 


ih der it.” 
Perhaps this shift in basic approach . 


to the problem was influenced by The Court in the Worcester County 
om langing valuation concepts stemming Trust case did not refer to the Guggen- 
rom the Supreme Court decision in heim decision, but obviously compar- 
Gugg heim Vv. Rasquin, 15 decid led after able thoughts underlie both cases. The 
the Lomb case and prior to the Worces- right to retain, as well as the right to 
ter opinion. There the Supreme Court sell, would seem to have substantial 
valued a single-premium life insurance yalue and should be taken into account 
policy for gift ht purposes at the cost where they are both transmitted at 
of acquiring a similar policy upon the death. It is doubtful, therefore, whether 
date of gift and not at its then current the Lomb case would be decided today 
cash surrender value. The taxpayer as it was a decade ago. Indeed, in a 
argued that the amount of the gift was gift tax case!® decided after the IV’ orces- 
limited to the cash surrender value of ter case, the Second Circuit took into 
the policy since that was the maximum account the right of retention in valuing 
amount realizable on it at the time of — stock subject to a restrictive agreement. 
gift. Dismissing this contention, the The Second Circuit distinguished its 
Supreme Court said: own decision in the Lomb case on the 
an : 2, ee Sr apparently erroneous assumption that 
That analy sis, however, overlooks the | i I ‘ ‘ ‘ ld | : d 

nature of the property interest which is the Pa option could be exercised at 
being valued. Surrender of a policy rep- death”, whereas in fact the Lomb agree- 
resents only one of the rights of the insured — ment permitted bequests to stockhold- 

oO > -ficiarv Mainly ¢ io is . i. . 

t beneficiary. Plainly that right is one oy, among others, without making the 
of the substantial legal incidents of owner- 2 Se a stax oe ; 
ship. See Chase National Bank v. United Option operative, But leaving aside the 
States, 278 U. S. 327, 335: Vance on Insur- doubtful soundness of this distinction, 
nt Ng ed.) pp. 54-56. —— owner Ot it would seem that even the Second 
a fully paid life insurance policy has more Circuit now feels the right of retention 
than the mere right to surrender it; he : : segaeas® , Pp 
has the right to retain it for its investment must be valued as well as t 1e option 
virtues and to receive the face amount of price obtainable on a sale.!” 


the policy upon the insured’s death. * * * ee : 
All of the economic benefits of a policy Obviously, the problem of valuing a 


must be taken into consideration in deter- right of retention exists only where re- 
mining its value for gift-tax purposes. To tention is possible because of provisions 
single out one and to disregard the others in the restrictive agreement permitting 
is in effect to substitute a different prop- he 1 th ithout making the 
erty interest for the one which was the @ trans er at dea 1 without making 

subject of the gift. * * * Cost is cogent option operative. If the agreement 








15 312 U.S. 254 (1941). See also Powers v. Commissioner, 312 U. S. 259 (1941) and 
. Ryerson, 312 U. S. 260 (1941) to the same effect. 
“6c ommissioner Vv. McCann, 146 F. (2d) 385 (CCA 2d, 1944), rev’g. 2 T. C. 702 
1942), infra, n. 31. 

17 Valuing the right of retention may be a difficult, but by no means impossible task. 
For example, if an appropriate rate of investment return is assumed, and applied to the 
ption price at which the stock could be disposed of, the resulting amount can be subtracted 
from the actual anticipated return on the stock to determine the excess earnings. An estimate 
must then be made of the period which may elapse before the option would become operative. 
A calculation may then be made of the present value of such excess earnings for the period 
so estimated. The resulting figure would represent the value of the “right of retention” of 
the stock. Admittedly such a calculation would involve a series of doubftul assumptions, but 
it is no less certain than many similar methods of valuing good will, patents, mining proper- 
ties, etc. Obviously no such formula can provide the full answer to the valuation question. 
The terms of the restrictive agreement and its practical effect in the particular factual setting 
must always be the paramount consideration. 
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makes the option operative at death, 
there exists no continuing right of re- 
tention of the stock. In such event in 
the normal case the option price is likely 
to be controlling.!* Thus in the prepa- 
ration of these agreements, careful con- 
sideration must be given to the question 
whether transfers at death are to be 
exempted from the operation of the 
agreement. Business considerations, 
of course, may require that transfers at 
death be exempted from the operation 
of the option, but necessarily such an 
exemption may weaken the tax effect 
of the agreement. 

If the agreement provides that the 
option is exercisable upon the death of 
the stockholder, it apparently may not 
be essential that the option be exercised 
in order that the value be limited to the 
option price. One illustration of this 
point was contained in the /[Vilson 
case,'? where the decedent bequeathed 
the stock to the person who was first 
entitled to exercise the option. In an- 
other instance, the Tax Court held that 
the option price placed a ceiling on the 
value despite the fact that the option 
vas good for a period of more than six 
years after decedent’s death and had 
not actually been exercised at the date 
of trial.°° On the other hand, the fact 
that the option has actually been exer- 
cised following the decedent’s death 
and his estate has received only the op- 








tion price will often be a persuasive 
practical argument for limiting value to 
that price. And a failure to exercise 
an option before it expired not only 
would call for explanation, but would 
be a factor to be considered in determin- 
ing the practical effect of the agree- 
ment.?! 

Normally a stockholders’ restrictive 
agreement containing options exercis- 
able at death does not give the stock- 
holder an unrestricted right to sell his 
stock free of the option during his life 
time. Indeed, the authorities to date 
indicate that if the options are etfective 
only with respect to the shares which 
are owned ‘at the time of death, leaving 
the stockholder free to dispose of his 
shares independently of the options 
prior to his death, the agreement will 
not limit the estate tax value of the 
stock. Such an agreement has been 
regarded, at least by the Tax Court, as 
testamentary in character since it gives 
no “present rights” but creates a right 
only as to shares owned at death.” 
Viewing such an arrangement as a re- 
tention by the stockholder of full unre- 
stricted ownership of the shares until 
his death, the Court has held that it is 
the full interest which ceases by reason 
of death and is taxable. In such a case 
taxation of the full value to the estate 
may result in financial loss to the bene- 
ficiaries of the estate, if the option price 


18 See Third National Bank v. U. S., 64 F. Supp. 198 (D.C.M.D. Tenn., 1946) ; Estate 
of Anna D. Childs, T.C. Dock. #111,548, CCH T.C. Dec. #13,345(M) (1943), aff'd. on this 
point, 147 F. (2d) 368 (CCA 3d, 1945) ; Commissioner v. Bensel, 100 F. (2d) 639 (CCA 3d, 
1938); Estate of John Q. Strange, B.T.A. Docket #106,936, CCH B.T.A. Dec. #12,516-D 
(1942); Waldemar R. Helmhols, 28 B.T.A. 165 (1933), aff'd. on other points, 75 F. (2d) 
245 (CCA D.C., 1934), 296 U. S. 93 (1935); Cf. Helvering v. Salvage, 297 U. S. 106 


(1936), supra, n. 5. 
19 Supra, n. 8. 


20 Estate of Anna D. Childs, supra, n. 18. In the Childs case the decedent in 1935 had 
granted to her stepson an option for ten years to buy a part of the stock of a family owned 
company at $10 per share. She died in 1939, at which time unrestricted stock of the company 
was worth $100 per share. The Tax Court opinion, handed down in 1943, stated that the 
stepson had not then exercised the option, but fixed the estate tax value of the optioned stock 


at $10 per share. 


21 If the option price were substantially below market value, failure to exercise it under 
certain circumstances might raise a question as to the existence of a taxable gift from the 


optionee to the person taking by will. 


22 Estate of James H. Matthews, 3 T.C. 525 (1944). See Claire G. Hoffman, 2 T.C. 
1160 (1943). See also Estate of John Q. Strange, B.T.A. Docket #106,936, CCH B.T.A. 
Dec. #12,516-D (1942) where, though the agreement did not specifically prohibit sale prior 
to death free of the option, the Board found that result to be the intent of the parties. 
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is substantially less than full value, un- 
less a pro rata part of the estate tax 
can be recovered from the optionee. 
Because of these circumstances, careful 
consideration must be given in prepar- 
ing a restrictive agreement to any pro- 
vision or loophole which would permit 
the parties to defeat option rights effec- 
tive at death by prior transfer of the 
shares during their lifetime. 

Thus far the discussion has related 
to stockholders’ restrictive agreements 
of a bilateral nature, in which compar- 
able cross-options are created. But fre- 
quently stock options of a unilateral 
nature are created in which the optionor 
receives no comparable options in re- 
turn. The effect of such an option on 
estate tax values will necessarily depend 
upon the circumstances of the case, in- 
cluding the relationship of optionor and 
optionee, and the intent of the parties. 
For example, if the decedent has sold 
1 “call” on certain stock in the secur- 
ities market, there would seem little 
lou oe that the call price applicable at 
his death would limit the estate tax 
se of his stock. On the other hand, 
a unilateral option could be used as the 
equivalent of a testamentary disposi- 


tion. Thus a person owning certain 
stock worth $259,000 might give to his 


son an option exercisable at death to 


23T.R.C. §811(c) 


See Claire G. Hoffman, supra, n 


buy it for $250,000 and then by will 
leave his entire estate to his wife. Ab- 
sent other factors, such an arrangement 
would no doubt fail to limit the estate 
tax value to $250,000: the option ar- 
rangement would seem to involve a 
transfer intended to take effect in pos- 
session or enjoyment at or after death 
without a full consideration in money 
or money’s worth.23 And such may 
even be the case with respect to options 
to persons not related to the decedent. 
For example, in Armstrong’s Estate?* 
the decedent gave a unilateral option to 
an employee of his company to purchase 
stock of the company in installments 
which were to cease upon the death of 
decedent’s wife. In addition, the em- 
ployee was entitled to receive the stock 
without any payment if the. wife pre- 
deceased the decedent. In the absence 
of sufficient evidence showing business 
need for the agreement, the Tax Court 
thought the agreement was the equiva- 
lent of a testamentary transfer and re- 
fused to recognize the option price as a 
ceiling on the estate tax value of the 
stock. 

On the other hand unilateral options 
to employees have been held to limit 
estate tax values where the evidefice has 
shown that the optionee’s services were 
needed in the business and the option 


22. Of course, even bilateral 


restrictive agreements may be stricken down where they serve no real business purpose and 
represent substitutes for testamentary dispositions. For example, in the illustration stated in 
the text, even though the son, being much younger than the father, might give a comparable 


option to the father on property owned by 


the son, still it is unlikely that on the father’s 


death the option price would be sustained as a ceiling on value of the stock in his estate if no 
business justification for the arrangement could be shown. Cf. Lehman v. Commissioner, 
109 F. (2d) 99 (CCA 2d, 1940), cert. den. 310 U. S. 637; Hannauer’s Est. v. Commissioner, 
149 F. (2d) 857 (CCA 2d, 1945) and similar cases relating to estate tax effects of so-called 


“cross trusts”. 


Consideration must also be given to the possibility of gift or income tax 


being incurred at the time the options are created. See the new “employee stock option” 


regulations. T.D. 5507, IL.R.B. 1946-8-12296; 


24146 F. (2d) 457 (CCA 7th, 1944), 


I.T. 3795, ILR.B. 1946-8-12295. 
aff’z. T.C. Docket #1075, CCH T.C. Dec. 


#13,717 (M) (1944). On this point the case apparently was argued by the estate mainly on 





the theory that there was full and adequate consideration given by the employee for the stock 
by reason of the value of his services to the company. Both the Tax Court and the Seventh 
Circuit distinguished the Bensel case, infra, n. 26, because of the lack of conflict between the 
parties and because of the provisions in the agreement for eliminating or terminating purchase 
payments by the employee upon the death of decedent’s wife. In the Circuit Court the estate 
argued also that the value of the stock was limited to $25,000, or at least was restricted, 
because the agreement required the employee, after he acquired the stock, to offer it for sale 
to the company at-half its book value if he died, terminated his employment, or desired to sell 
to other parties. The Circuit Court declined to consider this argument because it had not 
been advanced before the Tax Court. 
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was given as a means of encouraging 
the employee to remain with the com- 
pany. The Third Circuit so held in a 
case involving an option from a father 
to a son where there was unusual proof 
of disagreement and armslength deal- 
ing between the two parties ;75 and the 
Tax Court held likewise in a case in- 
volving 4 mother and her son where 
there was apparently no proof of dis- 
agreement but the son was in charge of 
the business and there was a desire to 
retain his services in the business by 
increasing his stock interest.26 These 
cases of unilateral employee options 
thus seem to turn to a considerable ex- 
tent on the proof of business need for 
the arrangement and the absence of 
testamentary intent. Evidence of the 
circumstances and the intent of the 
parties at the time of the agreement 
should be preserved for future use for 
estate tax purposes. 
« 
III. Gift Tax Aspects 

The effect of restrictive agreements 
in valuipg stock transferred by gift de- 
pends upon substantially the same gen- 
eral principles as are involved for estate 
tax matters, but applied in a different 
factual setting. In a gift tax case if 
there is at the time of gift an outstand- 
ing option which is currently exercis- 
able by a third party, the Supreme 
Court decision in the Salvage?’ case 
would indicate that the option price 
limits the value of the property. But 
the more customary gift tax case in this 





field involves a gift of stock subject to 
a restrictive agreement containing op- 
tions exercisable on certain events 
which have not yet occurred.78 
In this situation there 
therefore, a right of retention of the 
stock, similar to that existing in the 
Lomb*? and Worcester 
That right of retention may 
have appreciable value which must be 
taken into account togefher with the 
option price in fixing the gift tax value 
of the transferred stock. Thus in Com- 
missioner Vv. McCann,*! a corporation 
had outstanding certain Class B com- 
mon stock which could be held only by 
employees, subject to a by-law provi- 
sion which required the employees to 
sell and the company to buy shares held 
by him at book value upon termination 
of his employment. No other transier 
of the shares was permitted, except that 
by consent of the board of directors an 
employee could transfer his stock to an- 
other emplovee. The taxpayer with the 
consent of the board of directors trans- 
ferred his stock to his wife, who was 
also an employee, and asserted that the 
value for gift tax purposes was limited 
to the current book value. The Tax 
Court held in a fairly brief opinion that 
book value was controlling, pointing 
out that there was no market for the 
stock except on a sale to the company 
and that not only was the employee 
obligated to sell on termination of em- 
ployment but the company was obli- 
gated to buy. The Second Circuit, 
which had decided the [Vilson’? and 


is involved, 


estate tan 
Cases. 


25 Commissioner v. Bensel, 100 F. (2d) 639 (CCA 3d, 1938). 
26 Estate of Anna D,. Childs, supra, n. 18. 


In the Bensel case, supra, n. 25, the option 


price was found to be equal to or above the fair market value of unrestricted stock at the 
time the restrictive agreement was executed, though the stock rose greatly in value by the 


time of decedent's death. 


in the Childs case, however, there was no such finding and appar- 


ently the option price was well below fair market value of the unrestricted stock both at 
the time the agreement was executed and at the time of death. 


27 207 U. S. 106 (1936), supra, n. 5. 


See also cases cited supra, n. 18. 


28 Necessarily, for this case to arise, the gift must not be a transfer which makes the 


option operative. 


Many restrictive agreements, for example, exempt from their operation 


transfers within the immediate family of the stockholder, or transfers to other stockholders. 
Some agreements permit transfers with the consent of the board of directors of a corporation 


or of all the stockholders. 
29 Supra n. 10. 
30 Supra n. 13. 


31146 F. (2d) 385 (CCA 2d, 1944), rev’g. 2 T.C. 


32 Supra n. &. 
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Lomb*s cases, reversed the Tax Court 
and held that the value was not limited 
to book value, saying: 

“Nobody could know when the donor 
would retire or die; meanwhile he would 
be entitled to such dividends as were de- 
clared; and when he did retire or die, the 
book value of the shares would not be 
likely to bear much relation to what it was 
at the time of the gift. It is difficult 
enough to appraise the value of shares sub- 
ject to such a restriction, but it is no step 
towards a solution to make the book value 
at the time of the giit the measure. 

xk OK OK OK 
“* * # We say nothing as to how the 
shares shall be appraised; that is the Tax 
Court’s duty, from any interference in 
which we must rigidly abstain. It may 
come to the same conclusion after weighing 
all the relevant factors: the prospective 
earnings, the likelihood that the donor 
would not retire; his expectancy of life: 
his power to change the by-laws; his op- 
portunity to sell to another employee 





with the directors’ consent—: and any 
other factor which it finds would contribute 
to, or detract from, the value. All we 


decide is that it was, as matter of law, 
erroneous to refuse to consider any other 


On remand, the Tax Court fixed the 
value of the stock at $117,500, as com- 
pared with current book value of 
$90,000 and the Commissioner’s as- 
serted value of $219,000.55 

The trend of other gift tax decisions 
in comparable cases has been to the 
same effect as the \WcCann case.s° The 
more recent policy of the Commissioner 
in gift tax cases has been not to rule 
that the restrictive agreement had no 
effect in limiting value, but to claim 
that in fixing the value of the stock all 
relevant circumstances should be taken 
into account, including the depressing 
effect, if any, of the restrictive agree- 
ment. The Tax Court has tended to 
adopt a similar method in fixing value 
in gift tax cases, and in view of the 
Dobson case,” it becomes difficult for a 
Circuit Court of Appeals to reverse the 
Tax Court unless as a matter of law it 
finds the option price controlling. Thus 
in Spitzer v. Commissioner,*® a gift of 
stock was made subject to a restrictive 





factor than the book value at the time of agreement which provided for purchase 
the gift; so far we understand we are of the stock by the corporation at book 
obliged to go. Powers v. Commissioner of : rs : 
Internal Revenue, 312 U. S. 259,61 §. Ct, Value, with adjustments, under various 
509, 85 L. Ed. 817.” 34 contingencies.*? The contract price for 

33 Supra n. 10. 

3+ Further disagreeing with the Tax Court, the Second Circuit thought the fact that the 
company had not merely an option but also an obligation to buy the stock did not serve to 
limit the value but, if anything, increased it. The court pointed out that if later the market 
value fell below book value the company would still be obligated to pay book value. 

35 T.C. Docket #111,881, CCH T.C. Dec. #14,997 (M) (1946). Dividends for the nine 
years preceding the gift had averaged twelve per cent on the book value of the stock at 
the end of the year in which the gift occurred. 

36 See Spitzer v. Commissioner, 153 F. (2d) 967 (CCA 8th. 1946); Krauss v. U. S., 
140 F. (2d) 510 (CCA 5th, 1944) ; Raymond J. Moore, 3 T.C. 1205 (1944) ; Halsted James, 
3 T.C. 1260 (1944) ; Lloyd D. McDonald, Docket #473, CCH T.C. Dec. #13,831 (M) (1944) ; 
Clarence P. Chamberlin, Docket #110,095, CCH T.C. Dec. #13,381 (M) (T.C., 1943). See 
also Edwin Singer, Docket #111,720, CCH T.C. Dec. #13,708 (M) (1944). Cf. Morris Marks 
Landau, 7 T.C. 12 (1946), involving thegralue for gift tax purposes of a debt from a South 
African firm payable in pounds which were blocked by foreign exchange restrictions. In 
view of the restrictions the Tax Court valued the pounds at $2.00 each instead of at $3.98, the 
official rate of exchange. 

37 320 U. S. 489 (1944). 

38 153 F. (2d) 967 (CCA 8th, 1946), aff’g. Docket #4373, CCH T.C. Dec. #14,598 (M) 
(1945). See also Raymond J. Moore, supra n. 36; Halsted James, supra n. 36; Lloyd D. 
McDonald, supra n. 36; Clarence P. Chamberlin, supra n. 36. 

39 The restrictive agreement provided that on the death of any one of the three officer- 
stockholders the corporation was required either to buy at book value, with adjustments, all 
the stock owned by the decedent and his family at the time of execution of the agreement, 
or to liquidate. It also gave the corporation the right, with the consent of the three 
officer-stockholders, to purchase at a comparable price the stock owned by any stockholder ; 
and gave the corporation an option to buy the stock of any officer-stockholder and his family 
if he ceased to be active in the business without the consent of the other officer-stockholders. 
It vested in the officer-stockholders sole voting rights and prohibited other stockholders from 
pledging or encumbering their shares without the consent of the officer-stockholders. 
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the stock at the date of the gift was 
$286 per share, but the Tax Court, 
stating that it took all factors*%* into 
consideration, approved the Commis- 
sioner’s valuation of $500 per share. 
In affirming the Tax Court, the Eighth 
Circuit Court of Appeals said: 

“We think it must be said that the con- 
tract relied on by petitioner tended to de- 
press the fair market value of the stock 
at the time of the gift by limiting the class 
of prospective purchasers, My depriving 
holders of voting power and of the right 
to pledge the stock, and by subjecting them 
to the risks of the death or retirement of 
the holder from whom the stock was pur- 
chased, and to the chance of his consent to 
repurchase by the corporation at a value 
which conceivably might be less than the 
intrinsic value of the stock. Jl’orcester 
County Trust Co. v. Commissioner, supra, 
at pages 581, 582 of 134 F. 2d 578. But 
the Tax Court did not hold otherwise. 
()n the contrary, it gave consideration to 
the contract and to its probable effect upon 
the fair market value of the stock for gift 
tax purposes when weighed against other 
relevant factors shown by the evidence.” 
The result is that no clear prediction 

can be made as to the effect of a restric- 
tive agreement in a gift tax case where 
the option is not presently exercisable. 
The value of the right of retention of 
the stock looms large in fixing the value 
of the gift. The value of the right of 
retention in turn depends greatly upon 
the period which may be expected to 
elapse before the option may become 
operative and the probability of its then 
being exercised. For example, if the 
option becomes operative at death of the 
donor, his life expectancy must be taken 
into account.*9 If it becomes operative 


39a Ra book value on December 31, 
was $32 
was made on October 15, 


1940. In the 


the contract price would have been the higher book value on December 


1939 was $286 per share but on December 31, 
5 per share and a dividend of $75 per share was paid December 19, 1940. The gift 
event of decedent’s death after November 1, 


when his employment terminates, the 
practical prospects of his ceasing to be 
an employee must be weighed.*! If it 
becomes operative only on termination 
of employment without the consent of 
the company’s board of directors, the 
likelihood of the board’s consent must 
also be considered.*” Hence in drafting 
such agreements, it is obviously advis- 
able to fix with precision the events 
which give rise to the option and to 
reduce as much as possible contingen- 
cies and uncertainties as to the likeli- 
hood of such events occurring. 

The effectiveness of the restrictive 
agreement in limiting gift tax valuation 
will also vary in inverse proportion to 
the rights of disposition of the stock 
retained by the stockholder. If the op- 
tions in the agreement apply only to 
shares owned by the stockholders at the 
time the options become operative, 
without prohibiting sales or other dis- 
positions of the stock prior to that time, 
it is unlikely that the agreement will 
have any substantial effect in reducing 
the value.*3 If the agreement does not 
permit a general disposition of the stock 
free of the option, but permits a sale to 
a third party provided that he holds 
the stock subject to the same options as 
existed in the hands of the original 
stockholder, even this limited right of 
disposition would seem to weaken the 
effectiveness of the agreement in limit- 
ing value.44 Even the right to sell to 
other stockholders, provided the other 
purchaser continues to hold the stock 
subject to similar options, may tend to 


1940 


1940 


31, 1940. Average 


earnings for the five years ending December 31, 1940 were $68 per share, or more than 13% 


on the Commissioner 


’s value of $500 per share, and the earnings had been increasing steadily. 


The Tax Court attached considerable importance to these factors. 


40 Cf. Spitzer v. Commission 


41 Cf. Kline v. Commissioner, 
infra n. 46. 
42 Cf. Commissioner v. McCann, supra n. 


43 See Estate of Saini HH. 


or, supra notes 36 and 38 


130 F. (2d) 742 (CCA 3d, 1942), cert. den. 


317 U. S.697, 


Si. 
Matthews, 3 T.C. 525 


(1944) ; Claire G. Hoffman, 2 T.C. 


1166 (1943), supra n. 22, which considered a similar problem from the standpoint of estate tax. 


44 See Harry H. Spitzer, 
(2d) 967 (CCA 8th, 1946), 


4779 
dfec 


Docket #4,373, CCH Dec. #14,598 (M) (1945), 


supra notes 36 and 38. 


aff'd. 153 F. 


March 





— oy ae eee 








Restrictive Agreements for Purchase of Stock 


weaken the limitation on  value.*5 
Rights of disposition should be circum- 
scribed as much as possible if the re- 
strictive agreement is to have maximum 
effect in limiting value of the stock. 
Another difficulty which may be en- 
countered from a gift tax standpoint is 
a provision for different option prices 
depending upon the circumstances 
which make the option operative. For 
example, in Kline v. Commissioner,*® 
a restrictive agreement provided that 
the stockholder could not sell without 
the consent of the company so long as 
he remained in its employ, and in the 
event of his death or termination of 
employment, the company could buy 
the stock at 75% of its book value; but 
if the employment terminated “under 
conditions not acceptable to its Board 
of Directors or with which the said 
Board is not in sympathy”, it could be 
purchased at 50% of book value; and 
if he were discharged for cause, the 
stock could be purchased at 334%% of 
book value. The Commissioner asserted 
a gift tax value of 75% of book value, 
and both the Board of Tax Appeals and 
the Third Circuit Court of Appeals 
sustained the Commissioner. They 
pointed out that the taxpayer was an 
old and valued employee, director and 
officer of the corporation and found 
that it was unlikely that circumstances 
would exist which would permit the 
corporation to purchase the stock at less 
than 75% of book value. In the light 
of the modern trend of decisions in 
valuation matters, the decision is un- 
doubtedly sound. It demonstrates that 
if a restrictive agreement has several 
option prices depending upon the cir- 
cumstances, the taxpayer will have the 


‘burden of proving, among other mat- 


ters, which of the option prices is likely 
to go into effect. The case is simplified 
by having a single option price effective 
in all circumstances which make the 
option operative. 


IV. Some Considerations in Draft- 
ing Restrictive Agreements 


The general conclusion to be drawn 
from the decided cases is that restrictive 
agreements do have a limiting effect 
upon estate and gift tax valuation of the 
shares to which they apply, but that the 
extent of that effect is to be determined 
not by any precise rule of law but by 
consideration of the practical effect of 
the agreement in the light of the type 
of transfer sought to be taxed. Neces- 
sarily the agreements vary greatly in 
their terms, for the provisions of the 
agreements must be governed primarily 
by business considerations. 

The effect on tax valuation appears 
to vary in direct proportion to the 
strictness of the agreement. For this 
reason it may be desirable, to the extent 
practical business considerations will 
permit, to eliminate opportunities for 
stockholders to transfer stock to other 
persons without the options becoming 
operative. Certainly a restrictive agree- 
ment which permits the stockholder to 
transfer the stock at death to members 
of his family without giving rise to a 
purchase option has less effect in limit- 
ing value than one which specifies death 
as an event giving rise to thé option. 
So, too, if the purchase option does not 
apply on transfers to other stockhold- 
ers, the limitation on value would seem 
to be weakened because then a sale 
above the option price can be made to 
another stockholder, though the price 
he will pay will be affected by the limi- 
tations applicable to the stock in his 
hands. Further, a provision permitting 
transfers with the consent of the board 
of directors is likely to be damaging in 
closely held corporations because it 
leaves to speculation the circumstances 
under which the board might permit a 
transfer. 

Once the parties have agreed upon 
the extent of the restrictions, the utmost 


45 See Krauss v. U. S., 51 F. Supp. 388 (E.D. La., 1943), aff’d., 140 F. (2d) 510 (CCA 
5th, 1944), supra n. 36. Cf. Spitzer, supra n. 44. 
46 130 F. (2d) 742 (CCA 3d, 1942), aff’g. 44 B.T.A. 1052 (1941). Certiorari was denied, 


317 U. S. 697. 
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care should be taken to make the agree- 
ments as legally and practically effec- 
tive as possible. For example, all stock 
certificates should be stamped with a 
legend specifically calling attention to 
the terms of the agreement in order to 
put any purchasers or pledgees on notice 
of the terms of the agreement.4? The 
transfer agent or other party charged 
with the responsibility for transferring 
shares should be furnished with a copy 
of the agreement and thereby put on 
notice as to its provisions. Generally 
the corporation should be a party to the 
agreement whether or not it has option 
rights thereunder. In some circum- 
stances, it may be advisable to have the 
shares deposited in escrow to insure 
performance of the agreement. Not 
only should it be provided that any at- 
tempted transfer in violation of the 
agreement might be deemed by the 
other parties to be null and void, but it 
might also be provided that at the elec- 
tion of the other parties any such at- 
tempted transfer should be deemed to 
make the purchase options operative. 
Some question has arisen in a few 
of the cases as to whether specific per- 
formance of the restrictive agreement 
could be obtained in equity. For exam- 
ple, the Commissioner has argued on 
occasions in estate tax cases that the 
agreement in question was not specifi- 
cally enforceable; that accordingly the 
decedent’s executor could retain the 
stock in violation of the agreement and 
pay damages in an action at law; that 
as a result the full value of the stock 
is includible in the gross estate; and, 
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finally, that the damages so payable are 
not deductible by the estate because 
they do not represent an obligation in- 
curred for an adequate and full consid- 
eration in money or money’s worth.*8 
Aside from the obvious query whether 
estate taxes should be determined on an 
assumption that a valid agreement 
might be breached by an executor, in 
the usual case the very fact that the 
stockholders have seen fit to enter into 
the restrictive agreement would be 
strong evidence that the stock is of a 
peculiar nature which would lay the 
basis for specific performance in equity. 
But as a matter of caution, it may be 
advisable in the preparation of restric- 
tive agreements to recite that the par- 
ties regard the stock as of an unusual 
and peculiar nature and provide that 
specific performance may be obtained 
to enforce the agreement. 

Some restrictive agreements extend 
the purchase options to the corporation, 
some to the other stockholders, and 
some to both the corporation and the 
stockholders. The effect on valuation 
of the stock would ordinarily be the 
same whether the corporation or other 
stockholders had the option. But the 
corporation may not be in a position 
to purchase the stock if it has insufh- 
cient surplus ; and sometimes either the 
corporation or the stockholders may 
not have sufficient funds to make the 
purchase.4? Accordingly, it may fre- 
quently be preferable to extend the op- 
tions first to the corporation, and if not 
exercised by it, then to the other stock- 
holders. Where the options are granted 


47 In some of the cages there has been discussion as to whether if the stockholder sold his 
stock in violation of the agreement, a purchaser for value without notice of the agreement 
>. 

would be entitled to retain the stock he purchased. See [Vilson v. Bowers, supra n. 8; 


Lomb v. Sugden, 11 F. Supp. 472 (W.D.N.Y., 


1935), rev'd. 82 F. (2d) 166 (CCA 2d, 1936), 


supra n. 10, This question would not seem to affect the tax consequences of the agreement, 
but in any event it would be well to eliminate the problem not only for tax purposes but 
also as practical protection to the parties. There is a suggestion in the District Court decision 
in the Lomb case that notice to the purchaser is insufficient unless the restrictions are con- 


tained in the charter or by-laws. 


18 See Wilson v. Bowers, supra n. 8; Lomb v. Sugden, supra, 


10; Commissioner V. 


Child's Estate, supra n. 18. In the Child’s Estate case the Third (¢ “ircuit Court of Appeals 
declined to consider the point because it had not been urged by the Commissioner before the 


Tax Court. 


19 In certain instances problems under Section 102 or Section 115 (g) of the Internal 
Revenue Code might exist if the corporation purchased the shares. 
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stockholders, provisions 
should be inserted for allotting the 
shares among the stockholders seeking 
to purchase them.°? 


to the other 


It is perhaps superfluous to mention 
in connection with the drafting of any 
agreements that every effort should be 
made to avoid ambiguities in its pro- 
visions. But here ambiguities would not 
only ago the rights of the parties 
inter se but also their rights in any con- 
pil with the Commissioner con- 
cerning the effect of the agreement in 
limiting value of the stock. It may be 
more difficult to satisfy the Commis- 
sioner as to the intent of the parties to 
the agreement than it would be to con- 
vince the parties themselves. This may 
be particularly true in specifying the 
option price. Agreements which make 
the price dependent upon book value or 
upon earnings of the corporation should 
carefully define the terms used.5! The 
agreements should provide in such cases 
that the amounts should be computed 
in accordance with good accounting 
practice. It might be well to provide 
for determination of any doubtful ques- 
tions by a qualified expert, such as an 
independent certified public accountant, 
named in the agreement. Where the 
option price is stated at a specified 
amount per share, provisions should be 
inserted to cover dilution of the stock 
by stock dividends, recapitalizations, 
mergers, extraordinary distributions, 
ec. Otherwise, the Commissioner 
might urge that the practical effect of 


509In Lomb vy. Sugden, supra n. 


the agreement was uncertain because 
the price provision was ambiguous 
or dependent upon unforseeable con- 
tingencies. 

Finally, consideration must be given 
not only to the terms of the agreement 
but to the relationship of the parties and 
the factual background of the agree- 
ment. The Commissioner has urged in 
several instances that despite the spe- 
cific provisions of the agreement, the 
taxpayers were in a position to cir- 
cumvent its operation. For example, 
in the McCann case,*? the restriction 
involved was contained in the by-laws 
and the donor of the stock through 
ownership of two-thirds of the voting 
stock could force a change in the by- 
laws. The Second Circuit in reversing 
the Tax Court specified the taxpayer’s 
power to change the by-laws as one of 
the circumstances which the Tax Court 
should take into account in valuing the 
stock. Furthermore, if the taxpayer 
has a dominant control of the company, 
he may in certain instances by virtue 
of such control possess the power to 
modify or remove the restrictions upon 
sale of his stock by forcing an amend- 
ment, waiver or even abandonment of 
the contract. The tax effect of the re- 
strictive agreement turns not alone 
upon its provisions but also upon the 
practical circumstances in which it must 
operate. The full factual background, 
as well as the literal terms of the con- 
tract, must be examined with care in 
appraising its effectiveness in limiting 
stock values. 


10, the Commissioner argued that when the options 





became operative, competition among stockholders seeking to purchase the stock could run 
the price up. But the court answered the contention by pointing to the contractual provisions 
requiring pro rata allotment of the stock to the purchasing stockholders at the option price. 
51 Note that in the McCann case, supra n. 31, the Second Circuit remarked that since 
the option price depended upon book value at the time the option became exercisable, book 
value was not necessarily controlling in valuing the stock at the time of a gift which did not 
make the option operative. Book value could change substantially by the time the option 
bece ame exercisable. 
52 Supra n. 31. Cf. the Worcester case, supra n, 13, where the agreement provided that 
“The board of directors may from time to time by vote in specific instances waive compliance 
by a Seller with the foregoing provisions.” Regarding this provision the Court said: 

‘* * * While it may be true that the stock of the Company was so held that decedent’s 
son could, and maybe would, force a vote of the directors a compliance e with the 
restrictions in the event that the petitioners wished to sell, still the fact remains that the 
stock in a buyer’s hands would be subject to the restriction and there is nothing to indicate 
that in his hands the directors would be disposed, or could be forced, to waive for his 
benefit.” 134 F. (2d) 578, 582. 
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Accountant’s Insurance Needs 


By SiwNeEy BLooMGARDEN 


 erkeg invariably an accountant, 
when making an audit of his client’s 
books, will examine the insurance cov- 
erages and frequently will make recom- 
mendations for the covering of any un- 
insured hazards. But the old saying has 
it, “Shoemakers’ children go barefoot” 

An accountant is exposed to almost 
all of the hazards that other professional 
and businessmen face as well as certain 
of them peculiar to his profession. 
Practically all of these are insurable 
and practically all of them are familiar 
to you. It is the intention of this article 
to review these hazards and to tell you 
how they may be properly covered. 
Since it is assumed that most of the 
forms of policy mentioned are known 
to accountants, only a brief description 
of the coverage is given. 

Accountants’ liability insurance is de- 
signed to cover claims for damages 
caused or alleged to have been caused 
by neglect, error or omission in the per- 
formance of services rendered by the 
accountant in his professional capacity. 
Such policies are generally written on a 
“discovery basis”, so that it affords pro- 
tection for all accounting work per- 
formed since the insured commenced 
business. Thus, the accountant is cov- 
ered against claims made during the 
policy term, even though the work was 
performed prior thereto. In addition, 
the company agrees to defend any suit 
alleging such neglect, error or omis- 
sion, even if such suit is groundless. 

The basic policy does not cover dis- 
honest, fraudulent or criminal acts, libel 
or slander. However, by adding a legal 
fraud endorsement, the coverage can be 
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extended to include the accountant’s 
legal liability for dishonesty on the part 
of an employee of the accountant, or 
acts other than the physical taking of 
monies or other securities, The liability 
of the accountant under the National 
Security Act of 1933 is not covered 
under the basic policy, but may also be 
covered by endorsement. 

There are various forms of bonds 
available to protect the accountant 
against claims for dishonest acts by his 
employee, or against loss caused by 
such dishonest acts, whether the dis- 
honesty resulted in a loss to his client 
or to himself. It has happened that the 
“taking of inventory” has been prac- 
ticed too literally by some staff mem- 
bers of accounting firms. An uninsured 
accountant would be in an uncomfort- 
able position if one of his employees 
appropriated some of the property of a 
client, [aesien rly if the accountant 
were called upon to make good the loss. 

A “valuable papers policy” is avail- 
able which agrees to indemnify the ac- 
countant for ‘all ,loss, destruction of, or 
damage to valuable papers and records 
while within the accountant’s premises. 
The policy also covers papers while 
away from the accountant’s premises, 
but limits the outside coverage to 10% 
of the amount of the policy. Valuable 
papers are defined by the policy as 
books, records, maps, drawings, ab- 
stracts, deeds, mortgages, manuscripts, 
documents and similar written printed 
or otherwise inscribed papers and docu- 
ments used by the insured in his busi- 
ness. It does not include, currency, 
postage, revenue stamps, checks, drafts, 
etc. There are a few other exclusions 
but they are principally limited to those 
dealing with mysterious unexplained 
disappearance, wear and tear, gradual 
deterioration, and war hazards. In the 
event of a claim, the company’s liability 
would not exceed the actual cost of re- 
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producing or replacing the lost, des- 
troyed or damaged property, subject to 
the amount of insurance and limitation. 
Since considerable time and_ effort 
would be required to build up lost rec- 
yrds, such a loss might conceivably re- 
sult in a serious financial setback to an 
accountant. This contingency could 
best be insured by the method outlined. 

[f a “valuable papers policy” is not 
carried, it is recommended that the fire 
insurance policy covering the account- 
ant’s office be endorsed to cover the 
cost of reproduction of office records. 
Of course, it goes without saying that 
even an accountant is subject to fire 
loss and it is desirable for him to carry 
fire insurance. And liability coverage, 
too; an outsider can break his ankle on 
the premises of an accountant. 

Automobile liability and property 
lamage insurance should be carried in 
adequate amounts for automobiles 
ywned by the accounting firm. Where 
employees use their own automobiles in 
‘onnection with the work of the ac- 
‘ountant, it is recommended that the 
.ccountant’s name be added to the pol- 
cy carried by the employee. The em- 
ployee’s policy would cover the inter- 
‘sts of his employer in any event, but 
the addition of the name of the em- 
ployer as an additional insured would 
require the company to notify the em- 
ployer in the event of cancellation of 
the policy. 

Where an employee does not carry 
liability and property damage insur- 
ince on his car, if is recommended that 


non-ownership automobile insurance be 
carried by the accountant in order to 
protect his own interests. 


The workmen’s compensation policy 
presents a troublesome issue. Account- 
ants are not listed as being engaged ina 
hazardous enterprise and, as a result, 
they are not required to carry work- 
men’s compensation insurance. How- 
ever, there are certain exceptions to 
this rule. If any one employee is en- 
gaged in a hazardous occupation, then 
all the employees of the employer must 
be covered for workmen’s compensa- 
tion. Hence, if an accountant employs 
a chauffeur or a porter, compensation 
insurance may be required for all the 
employees. It is recommended that, in 
any event, consideration bé given to the 
advisability of this type of coverage, 
even though not required by law. 

As previously mentioned, the ac- 
countant is subject to much the same 
hazards as other professional or busi- 
ness firms. Hence, it would be wise to 
consider the advisability of burglary 
and theft insurance, robbery insurance 
and use and occupancy fire insurance. 
Group life, health and accident insur- 
ance plans are available for offices em- 
ploying a sufficient staff. 


This is not intended to constitute a 
complete list of the insurance coverages 
available, or of the hazards to which ac- 
countants are exposed, but I believe 
that it will serve as a check list with 
which to compare your own insurance 
prograin. 








The Taxpert’s Client 


By Lewis Guiuick, C.P.A. 


i Henan as well as other professional 
journals, gives much proper concern 
to the C.P.A. and what he ought to be. 
The sum of the desired knowledge and 
qualities is such that the persons mak- 
ing the specifications always stop 
breathless—and omit the last two: a 
pair of white wings, and a harp. 

Likewise many complaints are made 
about clients; their multifarious and 
annoying shortcomings, not the least 
of which is their unwillingness to pay 
good fees promptly. This taxpert pro- 
poses to lay down the specifications for 
the perfect client, with a couple of case 
studies. 

It is of course desirable that a client 
be honest. But if all clients were honest, 
much of the spice would be taken from 
our work. The ever-lurking danger 
that we may not discover the dishonesty 
is tempered by the joy of achievement 
when we have found it. Just as long as 
the accountant is properly immunized 
against contagion, and refuses to con- 
done fraud, he is all right. 

The chief desideratum in a client is 
intellgience. He should know: 

(1) What he wants. 

(2) Why he wants it. 

(3) How the accountant can give 
it to him. 

(4) What it is truly worth. 


That sounds simple, but it covers a 
lot of ground. Once I had such a client. 
He was a highly successful man as 
evidenced by the fact that at 1939 rates 
his income reached the 50% bracket. 
He had not achieved his success by luck, 
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nor just hard work. He believed (and 
practiced) that to make money, you 
must spend money. His payroll rates 
were about 20% above the market; 
he got the best available employees, and 
their loyal, hard work, made profits 
for all of them. Any suggestion I made 
regarding improvement in his office was 
graciously received, intelligently dis- 
cussed, and then acted on. Whether 
it was hiring a new ledger clerk, buying 
a new bookkeeping machine, or chang- 
ing the records, he was always willing 
to acquiesce, provided I showed him 
the need and advantages. He wanted to 
pay all the taxes that were due, but 
not one cent more. He wanted certain 
data in his audit reports, and he wanted 
those reports promptly. Last and far 
from least, he was willing to pay for 
that punctual completion. He was the 
only client who ever, on his own initia- 
tive, raised my fee. 

It followed naturally that, knowing 
his costs and knowing them promptly, 
he did not fear competition. Willing to 
keep his records with meticulous ac- 
curacy, and his files in perfect order, 
revenue agents did not linger long, up- 
setting the normal routine. Aware of 
many pitfalls of taxation, he was able 
to avoid them. 

Every taxpert is plagued, more than 
by anything else, by clients who wait 
till the last possible minute; who de- 
mand the impossible in obtaining ac- 
curate returns or extensions of time. | 
had one, and a female at that, who was 
just the reverse. Accustomed to winter- 
ing in Florida, she regularly summoned 
ine to her apartment during the first 
week in January (once on New Year's 
day) and gave me her “book.” This 
was not any formal double entry record, 
but entirely adequate for her purposes. 
She enjoyed a good income from her 
father’s estate; gave generously there- 
from to charity; dabbled a bit in Wall 
Street, and scrupulously retained the 
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broker’s statements; knew what ex- 
cises were deductible, and kept her 
department store bills and _ theatre 
stubs ; and gave me a check on the spot. 

One January I came to with a start 
on the tenth. Mrs. Blank had not 
called for me. So I phoned her. I was 
informed that she had been committed 
to an institution for the mentally 
afflicted, where she died a couple of 
vears later. For the ideal client of her 
sex, that was most ironic. 

If I wanted to write on difficult 
clients I could fill a small book. Ex- 
hausting the cases of best clients is a 
short chore. All of us have suffered. 
at one time or another, with the lawyer 
who calls you in and pompously pro- 
claims, “Of course I could do this my- 
self, but I’m just too busy. This really 


shouldn't take you more than a couple 
of days.” And then he hands over an 
involved estate, or a tough tax matter 
that requires weeks. Contrast that with 
a recent case. This attorney had a 
client partnership to dissolve. He called 
us in and said, “I don’t know what they 
have to dissolve, and I don't know 
enough about books to attempt to find 
out. That’s your job, and be sure to 
consider all tax angles.””’ And when | 
had done that, he thanked me for the 
short time consumed and saw that | 
was well paid. 

Many times I think that I’ve had 
more than my share of unsatisfactory 
(very mild adjective, that!) clients. 
But I am grateful for the good ones, 
as herein described. They make life 
seem better. 
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New York State Tax Clinic 


Conducted by BENJAMIN Harrow, C.P.A. 


HE personal income tax regulations 

have been revised primarily to in- 
corporate the enactments of the 1946 
legislature, but also to make the state 
law conform with the federal law in the 
interpretation of some of the provisions 
of the law. Some of the more important 
revisions follow: 
Life Insurance Proceeds 

The State is now following the fed- 

eral rule with respect to proceeds of life 
insurance received by a beneficiary by 
reason of the death of the insured. 
Such proceeds are now non-taxable 
even though the beneficiary exercises 
the election to receive such proceeds in 
annual installments. Under the old rule, 
both federal and state, a portion of each 
installment was considered as income 
in such a situation. 


Non-Trade and Non-Business 

Expenses 

The State is now following the 
federal rule with respect to this type of 
expense. It will allow a deduction for 
such an expenditure if it is an ordinary 
and necessary expense incurred in con- 
nection with the production or collec- 
tion of income or for the management, 
conservation or maintenance of prop- 
erty held for the production of income. 
It should be noted that the deduction is 
allowed only if such income, when and 
if realized, will be includible in income 
for New York State income tax pur- 
poses. In the case of expenses incurred 
in the management, conservation or 
maintenance of property, it is imma- 
terial that there is actually no income 
in the current year. 


Taxes and Interest Paid to 
Cooperative Apartment 
Corporation 
Tenant stockholders who make pay- 

ments to a cooperative apartment cor- 

poration which represent real estate 
taxes and interest paid by such corpora- 
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tion, may take a deduction on their 
individual returns for their proportion 
of such taxes and interest. Under the 
old rule if the corporation rented part 
of the premises to tenants who were 
not stockholders, the deduction for such 
taxes and interest was not allowed. 
This has been changed and the state 
law now conforms with the federal rule. 
The stockholder may take the deduction 
even though he does not himself oc- 
cupy an apartment solely by reason 
of his ownership of stock in the corpo- 
ration. 


Compensation of Members of the 

Military Forces of the U. S. 

Such compensation for active ser- 
vice in the military forces of the United 
States received prior to July 1, 1947, 
is excluded from gross income. The 
1946 legislature continues the exemp- 
tion that has been in effect since 1943. 
The President’s proclamation of De- 
cember 31, 1946, which brought the 
war to a formal close does not affect 
this exclusion. Military service does 
not include service of a civilian in the 
employ of any branch of the military 
forces. 

The return of a taxpayer for years 
during which he was in the armed 
forces may be made within six months 
after the taxpayer is discharged from 
service or within six months after the 
termination of the war, whichever is 
earlier. This extension of time carries 
no obligation to pay interest. (Ch. 
506, Laws of 1946.) The provision 
is retroactive to May 8, 1942. 


Deduction of Expenses in 
Administration of Estates 
Ordinary or necessary expenses in 

connection with the administration of 

an estate are deductible. However, 
under the revised regulation such ex- 
penses will not be allowed as a deduc- 
tion if such expénditures are claimed 
as deductions from the gross estate for 
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purposes of the estate tax. The pur- 
pose of the regulation is to prevent a 
double deduction of the same expendi- 
ture both for estate tax purposes and 
income tax purposes. 


Allocation for United States 
Obligations—An Anomalous 
Situation 
Harold Bischoff submits an inter- 

esting problem with respect to the in- 

vestment allocation percentage for a 

corporation whose investment consists 

only of United States obligations. The 
facts are as follows: 

Under Section 210 of the franchise 
tax on Business Corporations (Art- 
icle 9A) where investment capital is 
invested in obligations of the United 
States, only, and the taxpayer’s in- 
vestment allocation percentage is 
therefore zero, interest received on 
bank accounts and obligations of the 
United States and its instrumen- 
talities are allocated to the State of 
New York on the basis of the busi- 
ness allocation percentage. Accord- 
ingly, if the company is not conduct- 
ing any business outside of the State 
of New York and has an investment 
in United States obligations, 100% 
of the interest on such obligations is 
allocated to New York State. 

The situation could be easily over- 
come if the taxpayer made an invest- 
ment in securities which had a low 
allocation percentage to New York 
State. Furthermore, it would seem 
necessary: to buy only one share of 
stock at a nominal figure to accom- 
plish this. 

Bischoff’s remedy for this is to 
amend section 210.3(b) (4), which 
now reads as follows: 

“*K * * * > and provided fur- 
ther, that if a taxpayer’s invest- 
ment allocation percentage is zero, 
interest received on bank accounts 
and obligations of the United 
States and its instrumentalities 
shall be multiplied by its business 
allocation percentage ;” 

He would add the words “or 15% 

whichever is lower” after “shall be 
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multiplied by its business allocation 
percentage”. In this manner in the 
hypothetical case cited above, only 15% 
of the interest on United States obliga- 
tions would be allocated to New York 
State and the taxpayer would not be 
encouraged to circumvent the law by 
making a nominal investment in a 
security with a low allocation factor. 
By making this change the method of 
computing the franchise tax measured 


_by income would be comparable with 


that prescribed for the tax measured 
by capital (Section 210.5). 


Deduction for State Franchise Tax 
J. B. C. Woods, chairman of the 


Committee on State Taxation, in ac- 
cordance with the action taken by the 
full Committee, has sent a letter to 
Hon. Alger B. Chapman, president of 
the State Tax Commission, suggest- 
ing an amendment to Article 9A of 
the Tax Law which would permit cor- 
porations to deduct the New York 
State Franchise Tax in the year in 
which the tax accrues rather than in 
the succeeding year, as the law now pro- 
vides, in the case of corporations keep- 
ing their books on the accrual basis. 
The following reasons are cited for the 
proposed amendment to the law: 


(1) It would bring New York State 
Franchise Tax returns into agreement 
with the Federal return and would elim- 
inate a difference between the two returns 
in the case of every corporate taxpayer 
keeping its books on the accrual basis. 

(2) Whenever a change is made by 
the Treasury Department in the net in- 
come of such corporations, the franchise 
tax is subject to a corresponding change. 
This in turn results in a further change 
necessary in the franchise tax for the suc- 
ceeding year and presents an almost endless 
chain of adjustments, all of which can be 
avoided if the franchise tax were deductible 
in the year of accrual. 

(3) New York States does not allow 
a net operating loss deduction. Under pre- 
vailing business conditions, there are situa- 
tions where the franchise tax on the net 
income for a profitable year is deductible 
in a succeeding loss year, with the result 
that no tax benefit is derived from the 
deduction for the franchise tax. Further- 
more, in its first year of business, the 
corporation received no deduction whatso- 
ever for the franchise tax. 
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(4) Of the states imposing a tax on 
corporate net income and allowing a de- 
duction of such tax in computing net in- 
come, New York State alone allows to 
accrual basis corporations a hybrid deduc- 
tion which is founded neither on the ac- 
crual nor the cash basis. The: franchise 
tax on calendar year 1945 net income was 
payable one-half by May 15, 1946 and one- 
half by January 15, 1947. The entire 
amount accrued in 1945. If the accrual 
basis were followed, it would be deduct- 
ible in 1945, If the cash basis were followed 
it would be deducted generally, one-hali 
in 1946 and one-half in 1947. The statute, 
which is different from that of every other 
state, allows a hybrid deduction in the 
year after accrual. 

More on Regular and Permanent 
Place of Business 

Ralph S. Marshall tells us of a case 
he is arguing with the State Tax Com- 
mission involving the right of a New 
York corporation to allocate sales out- 
side of New York on the basis of a 
regular place of business. The facts 
are these: A New York corporation 
employs a sales agent, an independent 
contractor, outside of New York. The 
agent has a permanent place of business 
outside of New York. He receives an 
order from a customer outside of New 
York. He immediately fills the order 
from a stock of goods kept by the New 
York corporation in a public warehouse 
in his state which is outside of New 
York. The agent notifies the New 
York corporation who then bills the 
customer from New York. The agent 
is paid his commission from the New 
York office. 

Article 9A, section 210-3(a) (2) (B) 
allocates to New York sales of tangible 
property not located at the time of the 
receipt of an order at any permanent or 
continuous place of business maintained 
by the taxpayer without the state, 
where the orders were received or ac- 
cepted within the state. 

Section 210-(4) provides that if the 
taxpayer does not have a regular place 
of business outside the state the busi- 
ness allocation percentage shall be 
100%. 

On the basis of these statutory pro- 
visions, the commission draws a dis- 
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tinction between a regular place of busi- 
ness and a permanent or continuous 
place of business. Where a taxpayer 
has only a regular place of business and 
not a permanent place of business, he 
may not allocate under the sales or re- 
ceipts factor. He may however allocate 
under the property factor. 

“It is the opinion of the editor that the 
commission is giving too rigid an inter- 
pretation of the statute. In this par- 
ticular case the order presumably is 
accepted without the state at a place 
where the taxpayer has only a regular 
place of business. The statute does not 
cover such a situation. It would seem 
to provide that the order must be ac- 
cepted outside the state where the tax- 
payer has a permanent place of business 
for the sale to be allocated outsidg of 
New York. This interpretation which 
the commission apparently follows is a 
hold over from old Article 9A. While 
new Article 9A was intended to liberal- 
ize the franchise tax provisions gener- 
ally, on the question of allocation the 
Commission has moved more slowly. 
It permits an allocation for tangible 
personal property located at a regular 
place of business outside the state, but 
stops there. The purpose of the alloca- 
tion provision is to give recognition to 
the fact that a corporation may be do- 
ing an interstate business which New 
York may not and should not tax, and 
the allocation formula is intended to 
arrive at a fair approximation of what 
may be determined to be intrastate busi- 
ness, Which New York may properly tax. 

In the opinion of the editor not 
enough recognition is being given to 
the interstate elements of a business 
under the rigid distinctions now in ef- 
fect. A more liberal attitude on the 
part of the Commission would definitely 
be more equitable to the taxpayer and 
the least that could be done is to allow 
an allocation of sales on the basis of a 
regular place of business. Considering 
the present eminently liberal attitude ot 
the commission in all of its dealings 
with taxpayers, it is rather surprising 
that it has not yet taken this step. 
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Accounting Principles 

The subject of accounting principles 
is once again coming to the forefront in 
current accounting literature. Thus, in 
the January, 1947, issue of The Ac- 
counting Review, we find a request 
that the readers thereof give considera- 
tion once again to the subject of 
accounting principles underlying corpo- 
rate financial statements. A statement 
of such principles was promulgated in 
June, 1941, by the Executive Commit- 
tee of the American Accounting Asso- 
ciation and in October, 1946, the officers 
of the Association appointed a commit- 
tee charged with the task of re-examin- 
ing it to determine whether any revision 
thereof is warrantec 1. Just as the draft- 
ers of the original statement indicated 
that it would probably not constitute 
the final word on the subject, this Com- 
mittee on Revision indicates that it 
believes its task to be one of maintain- 
ing the Statement of Principles in a 
state of continuing evolution rather 
than to treat it as a completed project. 
All persons interested in the subject 
are invited to send expressions of their 
opinions to the Committee indicating 
whether or not some revision is in 
order, and which sections or concepts 
need attention. 


At the same time, Charles H. Langer 
also wrote in the January, 1947, issue 
of The Canadian Chartered Accountant 
on the subject, “On ng ies of Ac- 
counting.” Mr. Langer’s basic objec- 
tive in this paper was to engender in 
the mind of the reader an acceptance of 
the primary principle in accounting as 
defined by him, viz., “the law of right 
action with regard to any accounting 


matter.” Her regards this primary prin- 
ciple as “the established foundation 


from which are derived the broad gov- 
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erning principles, often referred to as 
guiding principles, and those specific 
principles applicable to concrete cases, 
which have their source in, are derived 
from, and have the strength of guiding 
principles.” 

It is Mr. Langer’s thesis that all 
principles are eternal, absolute, and 
immutable, and that a principle of ac- 
counting exists at all times in its full 
power. Also, that changes in principle 
do not occur but rather, since human 
concepts change, an accepted principle 
may be superseded later by another 
principle accepted as more applicable 
on the basis of the primary principle. 

The kinds of accounting principle 
which Mr. Langer talks about are ob- 
viously not the same as those to be 
found in the natural sciences. In the 
latter case, the principles are actually 
derived from and proven through re- 
peated experimentation and observa- 
tion. “Accounting principles do not 
result,” says Mr. Langer, “from obser- 
vation of the physical ; they are wrought 
out of mental processes. The endeavor 
to reason out the principle applicable 
is on the basis of right action in relation 
to an accounting matter, not only with 
respect to those primarily concerned— 
individuals, proprietors, partners, man- 
agement, stockholders, and govern- 
mental agencies—but also to the public, 
who may be interested as investors or 
creditors.” 

Mr. Langer notes that broad govern- 
ing principles are few and sweeping in 
their general application and states the 
following as some of the broad govern- 
ing principles: 

Differentiation between capital and 
income (revenue, less costs and 
expenses). 
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Cost as the ultimate basis in the 
allocation of uséd or expired 
values. 

Provision for unrealized and con- 
tingent losses. 

Reasonableness and consistency in 
the allocation of cost, of rev- 
enues, and of expenses. 

Full disclosure of essential data as 
to valuation of assets, allocation 

of costs, revenue, and expenses. 

Notation of changes of bases of ac- 
counting, and the resultant ef- 
fect. 

Full disclosure of equity interests. 

Statement of quasi-reorganization 
and continuing disclosure, as 
required, 

l’reparation of operating and finan- 
cial statements on the basis of a 
going concern. 


\nother viewpoint on the same gen- 
eral problem is to be found in the paper 
entitled, “The Logic of the Cost and 
Reventie Approach,” by Professor D. 
H. Mackenzie in the January, 1947, 
issue of The Accounting Review. In 
this instructive paper Prof. Mackenzie 
reviews the bases of three systems of 
logic, namely, the principles of deduc- 
tive reasoning as propounded by Aris- 
totle ; the inductive method, often called 
the scientific method, utilized by Fran- 
cis Bacon; and the pragmatic method 
as developed by John Dewey, which 
would test an idea by following it out 
to its consequences through the test, 
“Does it work ?” 

The author states that while it is 
impossible to derive principles which 
can be proven to be universally correct, 
a principle, no matter how derived, can 
be used until one is found which better 
explains facts or widens the range of 
tact. 

With this brief foundation for his 
ensuing discussion, Prof. Mackenzie 
proceeds to argue the logical correctness 
of the cost and revenue approach as 
leveloped by Paton and Littleton in 
their “An Introduction to Corporation 
Accounting Standards,” in contradis- 
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valuation, 
discussions of which, prior to the de- 
velopment of the cost and revenue 
approach, comprised a substantial part 


tinction to the process of 


of accounting literature. It is Prof. 
Mackenzie’s belief that what account- 
ants were unwittingly attempting in 
the past was actually this process of 
matching of cost with revenue, but that 
the results were crude since they were 
reasoning from the valuation hypothe- 
sis. He believes that this matching 
principle makes its greatest contribution 
in providing something of very wide 
application that can be used in actual 
accounting work. He asserts that its 
use does not eliminate the subjective 
element of accounting and demonstrates 
that point in his discussion. 

Mackenzie does not agree with Paton 
and Littleton that it is logically neces- 
sary to explain in terms of the match- 
ing principle such assets as cash and 
accounts receivable, as well as_ the 
liabilities. It is his belief that Paton 
and Littleton went a little too far when 
they did this, but that that does not 
disturb the correctness of the principle 
itself. The fact that we still record 
information with respect to liabilities 
and proprietorship, and that we still 
continue to use the fundamental equa- 
tion of accounts is also considered by 
Mackenzie, and he concludes that the 
use of this equation and the recording 
of data with respect to liabilities and 
proprietorship does not in any way 
negate the validity of the cost and rev- 
enue approach. 

Prof. Mackenzie urges that we ought 
set ourselves to the task of extending 
the great body of accounting knowledge 
that has been built up in a relatively 
short period of time, and that in this 
process we should not hold ourselves 
in check and thus retard the further 
development of our professional prog- 
ress, by dependency upon the false con- 
ceptions of the nature of logic. We 
must constantly bear in mind, he says, 
that accounting is not a mathematical 


science. 
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Property Accounting 

Samuel J. Broad, a past president of 
The American Institute of Accountants 
and a practitioner whose views are 
worthy of the greatest respect, recently 
had occasion to state them in an article 
concerning problems of property ac- 
counting in the light of the present 
stage of accounting development. The 
article appears in The Controller for 
January, 1947. 

Mr. Broad’s major point is that ques- 
tions arising in property accounting 
should be decided in the light of their 
possible effect on the income statement. 
This conclusion is very much in line 
with the modern tendency to regard 
the income sheet as the primary state- 
ment in the accountant’s report. 

In introducing his subject, Mr. Broad 
notes that a fairly general consensus 
has been reached among practitioners 
with respect to the proposition that cost 
is the proper basis for property ac- 
counting, while at the same time recog- 
nizing that appraisals previously set up 
in the accounts, though to be discour- 
aged as a practice, may not be arbi- 
trarily disposed of. He also notes that 
there is general agreement on the corol- 
lary proposition that where a corpora- 
tion carries its property at appraised 
values in its balance sheet, it should use 
the same basis, namely appraised value. 
for computing the depreciation charge 
against its income. 

Mr. Broad adopts the definition of 
depreciation prepared by the Commit- 
tee on Accounting Procedure of The 
American Institute of Accountants, 
which definition is based upon the allo- 
cation (matching of costs against rev- 
enue) principle in contradistinction to 
the valuation process. The first sentence 
of this definition states that “Deprecia- 
tion accounting is a system of account- 


ing which aimis to distribute the cost or. 


other basic value of tangible capital 
assets over the estimated useful life of 
the unit (which may be a group of as- 
sets) in a systematic and rational mat- 
ter.” 

The first question posed by Mr. 


3road under this definition deals with 
the idea of cost or other basic value 
from the standpoint of possible infla- 
tion. It is his view that should the 
present inflationary tendency continue 
with serious effect upon our economy, 
“the question may then arise as to 
whether or not amortization based upon 
a new and formally established fair 
value should not be substituted for 
amortization of historical cost if finan- 
cial statements are to perform their 
utilitarian purpose and if they are to 
provide a fair measure of the account- 
ability of management to stockholders.” 


Other important questions discussed 
by Mr. Broad deal with future account- 
ing for emergency facilities which have 
been substantially reduced below their 
useful value. These questions are re- 
lated not only to the proper balance 
sheet presentation of the item but also 
to the making (or omitting) of provi- 
sion for their depreciation as one of 
the costs of future production. Mr. 
3road notes that three methods which 
have been advanced for the treatment 
of this problem: (1) to make an ad- 
justment of the amortization recorded 
in the books, which in effect reinstates 
part of the original cost; (2) to include 
a reasonable depreciation charge as 
part of production cost, but to add it 
back again in.a lower section of the 
income statement not as an operating 
profit but as a benefit resulting from 
the fact that the facilities had previously 
over depreciated; and (3) to set forth 
the whole situation with its effect in a 
footnote. 

He indicates that method No. 2 more 
accurately displays the results of opera- 
tion and discloses the effect of the ac- 
counting practices of prior years with- 
out, however, showing any reduction 
in the net income reported. With re- 
spect to the third method, the question 
of how long the footnote should be 
continued on future income statements, 
Mr. Broad notes, is left open. However, 
his personal preference is for the first 
method because he believes this will 
result “in a more adequate and realistic 
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balance sheet as well as a more useful 
income statement.” In outlining the 
first method, certain concurrent prob- 
lems are mentioned and discussed by 
Mr. Broad. 

Another interesting point which is 
brought out in this article deals with 
the problem of what to do when it is 
discovered, after a depreciation policy 
based on an estimated life has been 
in force for a few years, that the original 
estimate was out of line and requires 
adjustment. Mr. Broad’s solution of 
this problem is this: As soon as it be- 
comes apparent that the previously 
adopted depreciation is out of line, it 
is desirable (and he believes that it is 
undoubtedly the general practice) to 
depreciate thé remaining net amount 
over the newly estimated useful life 
by an adjustment of the original rate 
either upwards or downwards as the 
case may be. Mr. Broad does not re- 
gard such a change in rates (which 
would have the effect of making the 
adjustment for prior years’ depreciation 
during the remaining life of the prop- 
erty) as an inconsistency in accounting 
practice, or as a departure from “a 
systematic and rational manner’ as 
noted in the basic definition. He be- 
lieves it to be rather a correction of a 
previous estimate made necessary by 
more — knowledge, and required 
to be made in order to carry out the 
established Pn precia ition policy. 


What Do auidianes Do? 

A. C. Littleton recently undertook a 
very interesting project and reported 
thereon in the January, 1947, issue of 
The Accounting Review in the depart- 
ment conducted by him entitled “The 
Accounting Exchange.” He made an 
analytical study of the frequency of use 
of the various verbs employed by text- 
writers to indicate the procedures em- 
ploved by auditors, based upon a scru- 
tiny of a sampling of auditing literature 
amounting to 1,720 pages. Interest- 
ingly enough, his quantitative analysis 
indicated that approximately 3% of the 
words used account for 40% of the uses. 


1&6 


Based on all of the data compiled, four 
verbs stand out as favorites: examine, 
verify, ascertain, and review. 

Using Professor Littleton’s report as 
a starting point, it would be an inter- 
esting project for someone else to de- 
velop his idea by extending it to include 
all of the important modern textbooks 
and articles on auditing. Then, the 
researcher might further continue the 
study from the viewpoint of semantics, 
and try to attribute its precise shad 
of meaning to each one of the verbs 
thus found to be most frequently used. 
From such a study a vocabulary of 
audit verbs might be evolved, which 
could thereafter be used in auditing 
literature to provide a common basis 
for the expression of ideas with respect 
to the work performed by auditors. 

Inadequate Auditing Procedures 


A short time ago, The American In- 
stitute of Accountants distributed a 
memorandum on inadequate auditing 
procedures containing several “horrible 
examples” of improper audit proced- 
ures. This memorandum was prepared 
by the Institute’s Director of Research, 
Mr. Carman G. Blough, and it was 
sent to all the State societies with a 
letter of transmittal over the signature 
of Edward B. Wilcox, the President of 
the Institute. 

Mr. Wilcox indicated that each one 
of the cited cases disclosed either ignor- 
ance or total disregard of basic auditing 
standards or procedures, and he voiced 
the belief that many of the younger 
igo rs might-not be fully familiar 

vith the contents of the various publi- 
cations on the subject of auditing prac- 
tice and procedure which have been 
promulgated heretofore by the regen 
It was suggested by him that the socie- 
ties give some consideration to future 
meetings which might review “the sub- 
ject of auditing with particular em- 
phasis upon the indispensable steps 
which must be taken by the auditor it 
he is to give an unqualified opinion.” 


* * 
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The Control of Payroll Funds 


George W. Adlam, the manager of 
the insurance department of The Todd 
Company, has been actively employed 
during the last 25 years in tracing down 
and solving many check-fraud cases. 
As a result of this practical, personal 
experience, he has prepared this timely 
article, which presents what Mr. Adlam 
calls the measures of controls that 
should surround a payroll system in 
order to preclude the possibility of em- 
hezzlement of any of the funds. ° 

The first point mentioned deals with 
the people who are employed in the 
payroll department. The writer indi- 
cates that every person who seeks em- 
ployment therein should be very care- 
fully investigated and, once accepted 
for employment, should be covered by 
a fidelity bond. ; 

With respect to blank checks, he indi- 
cates in a rather complete discussion the 
controls that must be exercised from 
the moment blank-check stock is re- 
ceived from the suppliers until the 
completed checks are placed in the 
hands of the employees. The problem 
of signing the checks is likewise con- 
sidered and, where a large volume 
thereof exists, suggestions are made for 
the use of appropriate devices to save 
executive time. 

Finally to complete the protective 
control needed in payroll work, the 
writer suggests that bank reconcilia- 
tions be made no less frequently than 
at monthly intervals and that payroll 
audits should be made at periodic in- 
tervals without the previous knowledge 
of persons engaged in the payroll 


process. 


Pointers for the Examination 
of Small Companies 

The News Bulletin of the Massachu- 
setts Society of Certified Public Ac- 
countants, Inc. (January, 1947, issue), 
carries a note with respect to an inter- 
esting meeting in their educational 
series dealing with certain phases of 
the examination of small companies. 


OW er 
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At the end of his talk, Mr. Gerry Keene, 
who discussed this topic, listed certain 
conclusions which are reproduced, here- 
with, for the information of our mem- 
bers. 

1. There is probably little or no 
internal control in small companies. 

2. Transactions covering a longer 
period must be tested than would be 
the case in a larger company with 
more adequate internal control. 

3. Verify as many assets and lia- 
bilities with outside sources as pos- 
sible. 

4. Make use of the information 
contained in one account to check the 
information disclosed in another. 

5. Avail oneself of the knowledge 
of the operating owner but substan- 
tiate his opinion. 

6. Basic concepts of generally ac- 
cepted auditing standards apply 
equally to the examination of large 
and small companies. 

7. The examination on which an 
unqualified opinion rests should meet 
those basic concepts. 


* * * 


The Value of Publishers’ Plates 


James Duncan Phillips has dug into 
his wealth of experience, derived from 
50 years of service in the publishing 
business with Houghton, Mifflin & Co., 
to present his views on the valuation of 
publishers’ plates in the Journal of 
Accountancy for February, 1947. 

Since a publishing house sells ideas, 
not merchandise, its sales are in large 
measure dependent upon many factors 
which are determined by its public and 
which are not susceptible of control by 
it. Thus, Mr. Phillips notes an increase 
in trend toward novelty, meaning that 
the ratio of sales of old books to total 
sales is gradually decreasing, with con- 
sequent diminishing value of old plates. 
This swing toward the new is particu- 
larly evident in the field of the novel, 
«where Mr. Phillips states that 70% of 
every year’s crop of fiction will cease 
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selling entirely after two years and 15% 
will never be reprinted again. He notes 
that the same is true, in varying de- 
grees, of poetry, drama, biography, 
essays, travel and history. 

Constant revisions of all varieties of 
reference books are mandatory and are 
most costly ; and unless made, the sales 
will cease. The limited annual repeat 
business in this area, he says, cannot 
bear the inclusion of a factor in cost 
representing a portion of the original 
cost of the plates. 

With respect to school books, Mr. 
Phillips notes that the very frequent 
changes and revisions required in con- 
nection with this type of publication, 
make the initial value of the plate in- 
vestment nil each time such revision 
takes place. He illustrates this point by 
citing examples of very successful books 
in the educational field. 

Another factor considered by Mr. 
Phillips is the change in situation with 
regard to continuing sales of older 
books when business depressions are 
experienced. Thus, he indicates that 
during the ebb years of 1930 to 1932, 
many old titles, which had enjoyed a 
long continued sales experience, stopped 
selling entirely or dropped into a very 
decided sales slump. 

The effect of all of these factors is 
cited by the author to show how diffi- 
cult it is to establish a rule which will, 
with reasonable equity, be applicable to 
a publishing house which makes annual 
expenditures for new plates running 
into thousands of dollars. The impor- 
tant item to consider is the constant 
lowering of value in the old plates 
whose value diminishes unless heavily 
replenished. 

After considering certain fallacies in 
the valuation of publishers’ plates, illus- 
trated by the citation of cases in which 
these fallacies led to untoward results, 
Mr. Phillips states three sound conclu- 
sions, calculated not to result in the 
inflation of asset values: 

1. That the metal in the plates is 

a capitalizable asset, but that when 

plates are melted, they must be de- 
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ducted at the price at which they 
were put in, not at the price obtained 
for the metal when melted, which 
may be a very different figure. 

2. That the cost of making plates 
should be considered an expense of 
the year, as much as the cost of mak- 
ing circulars or catalogues. 


3. That the great value of a pub- 
lishing house is its indefinite, in- 
tangible asset of publishing rights 
which is as intangible as goodwill, 
and can neither be capitalized nor 
depreciated. 


* * * 


Beverage Cases and Bottles 

The proper accounting treatment of 
bottles, cases or other returnable con- 
tainer inventories used in the opera- 
tions of soft-drink manufacturers, 
brewers and franchised bottlers is the 
subject of an interesting letter to the 
Editor of the N.A.C.A. Bulletin (Sec- 
tion Two, February 15, 1947), by Louis 
I. Nussbaum, a member of the Des 
Moines Chapter. The variation in 
method existing in different companies 
prompted Mr. Nussbaum to suggest a 
solution. 

He notes that it is impractical and 
very often impossible to arrive at a 
reliable count of the bottles and cases 
which are in use either for the purpose 
of making an inventory thereof or of 
determining the amount of the deposit 
liability owing thereon. Also, that this 
problem is further complicated by the 
fact that one of the factors involved in 
the valuation of this inventory is the 
actual condition of the containers. 

The solution to this problem which 
Mr. Nussbaum offers is to treat the 
returnable container inventory as a 
fixed asset and to depreciate it over a 
3-year or other equitable method based 
on a fair estimate of its life. All pur- 
chases of bottles and cases would be 
charged to the fixed asset account under 
this method, and the net book value 
would be arrived at by the use of de- 
preciation reserves which would be 
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accumulated upon the basis noted above. 
In this fashion, the annual charge to 
depreciation would result in spreading 
the costs over the useful life of the 
working asset and in providing uniform 
charges against operations for loss of 
value incurred during such use. 

The deposits which customers pay 
for these containers should always be 
shown as a liability of the business and 
should not be deducted from the asset 
value. From time to time, the liability 
ndicated in this account should be ad- 
justed to reflect the estimate at that 
time of the number of containers actu- 
ally in use. This may be arrived at 
either on the basis of a survey or an 
nventory of the containers then out- 
standing, or by application of some per- 
entage factor based on the firm’s prior 
experience with this type of container. 
Managerial policy will determine 
whether any such adjustment made to 
this liability account should be treated 
is a credit to surplus or as a credit to 
yperations. 


Estate Tax Apportionment 


In a very scholarly article, appearing 
in Trusts and Estates for January, 1947, 
Mr. Edward N. Polisher discusses the 
problem of estate tax apportionment 
so frequently encountered in the field 
f fiduciary accounting. This question 
is governed in New York by Section 
124 of the Decedent Estate Law. 

Mr. Polisher’s article reviews the 
general problem of equitable apportion- 
ment, considers certain specific ques- 
tions under the existing statutes, points 
jut certain conflicting results reached 
in different jurisdictions, and concludes 
by submitting a proposed uniform stat- 
ute which is designed to resolve some 
the outstanding substantive problems 
which have or may come up under the 
various state apportionment statutes. 
The proposed legislation makes no at- 
tempt to prescribe the procedure 
necessary to implement the suggested 
provisions of substantive law. 

For those who have an interest in the 
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specialized field covered by this article, 
it is heartily recommended for serious 
consideration. 


* * ok 


Public Accounting Practice 
in a Smaller Community 


Veterans who are faced with the 
problem of reestablishing their profes- 
sional practices will find some interest- 
ing suggestions relating to the problems 
of developing and expanding a public 
accounting practice in smaller commu- 
nities in the article bearing the forego- 
ing title by Richard C. Rea, which ap- 
peared in the January, 1947, issue of 
The Journal of Accountancy. For 
thirteen years, Mr. Rea, who is a mem- 
ber of the Institute, has been conducting 
his own public accounting practice in 
a sinall Ohio town. He wrote on one 
phase of the subject in an earlier issue 
of the Journal. 

According to Mr. Rea, accountants 
facing the problem of establishing a 
practice in a small community are gen- 
erally confronted with one or more of 
these questions : 

1. Is my experience and training 
adequate for starting public prac- 
tice in a smaller community ? 

2. How can 2 community be ap- 
praised as to its prospects? 
Once a community has been se- 
lected, what can be done to de- 
velop a successful practice ? 

4. In view of certain limitations in 
experience and training, how 
should I determine the fees to be 
charged? 


>) 


Mr. Rea’s little article answers these 
four questions frankly, and makes very 
valuable suggestions with respect to 
practical solutions of the problems 
which they present. 


* 


Cost Research 


Those interested in the present status 
of the research program of the National 
Association of Cost Accountants will 
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find an excellent summary thereof in 
the article under the title, ““Research— 
The Key to Improved Industrial Ac- 
counting” by Raymond P. Marple, 
which was reported in the first section 
of the January 2, 1947, issue of the 
N.A.C.A. Bulletin. Therein, Mr. Mar- 
ple reports on the present status of 
three types‘of research studies, namely, 
(1) analytical studies; (2) current 
practice studies; and (3) factual studies 
of current problems. Students of cost 
accounting will find this report particu- 
larly interesting. 
* % 


Selling Overhead to Inventory 

A very competently prepared and 
thought provoking contribution to cost 
accounting literature, bearing the fore- 
going title, appeared in the January 15, 
1947, issue (Section one) of the 
N.A.C.A. Bulletin. It was written by 
Philip Kramer, who is a member of the 
research staff of the Harvard Graduate 
School of Business Administration. 

Mr. Kramer notes at the outset that 
accountants have been content to accept 
the proposition that factory supervision 
is “‘allocable to the unit of product only 
on arbitrary bases for conversion of 
elapsed time into ‘normal output’ ex- 
pectations.” After defining variable 
expenses as “the result of manage- 
ment’s current decisions to produce 
and sell specific items of products in 
Specific quantities in specific markets” 
and fixed expenses as “‘a result of man- 
agement’s past decisions (although sub- 
ject to current continuing review) to 
maintain the potential to produce and 
sell a range of product items in varying 
quantities in varying markets,” Mr. 
Kramer concludes that, “So conceived, 
the fixed expenses are the continuing 
costs of standing ready to produce and 
the variable expenses are the current 
costs of producing now” (all emphasis 
supplied). It follows, he says, that 
fixed expenses are not product costs but 
are rather period costs. 


1“Price and Cost” by James L. Dohr: 
p. ll, 14 
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Proceeding from this result, Mr 
Kramer indicates that income is bound 
to be affected as a result of the inclu- 
sion of fixed manufacturing expenses 
in inventory valuation, following their 
inclusion in product costs through the 
use of overhead percentages based on 
expected normal output. In thus add- 
ing (“selling”) a portion of these fixed 
costs to inventory, the income of the 
current period is not diminished by the 
full amount of period expenses and, 
consequently, income is overstated. The 
amount of distortion of income, says 
Mr. Kramer, is contingent upon “the 
degree of inventory change during the 
period, and the proportion of total 
product cost represented by fixed man- 
ufacturing costs.” According to Mr. 
Kramer the principal advantage of 
omitting fixed overhead expenses from 
inventory pricing (by acceptance and 
application of the theory which con- 
siders them as period costs) is “the 
segregation of the effect on costs of 
management’s long-range policy deci- 
sions from current operating decisions.” 
He contends that “the regular valuation 
of inventories on a variable or out-of- 
pocket basis provides readily available 
data to facilitate choice of product and 
pricing alternatives.” He recognizes 
“that variable costs are the short-run 
resistance point below which prices may 
not (except under special circum- 
stances) be lowered and that long-run 
considerations require in addition the 
realization of fixed costs of manufac- 
ture, as well as the distribution, general 
and administration cost, and profit mar- 
gins.” He no longer presumes that the 
built-up unit product cost is the prin- 
cipal factor in the determination of the 
selling price. In this he is fully sup- 
ported by Professor Dohr who also said 
recently, “this hoary old fallacy dies 
i i 

Continuing his argument, Mr. Kra- 
mer indicates that the omission of over- 
head costs as described by him, would 
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result in a more useful income state- 
ment and one not dependent upon a 
determination of what constitutes “nor- 
mal capacity” for burden absorption. 
As a further result of the elimination 
of overhead distribution problems, the 
work of cost accounting routines would 
be decreased with consequent saving of 
cost, and inventory pricing at the close 
of fiscal periods would be simplified. 
Lastly, the author claims that the 
elimination of fixed overhead costs re- 
sult in more tangible and more con- 
servative inventory valuation. In the 
latter connection, he argues that “‘if 
fixed manufacturing expenses are prop- 
erly period costs, there is no more justi- 
fication for capitalizing such costs in 
inventory value than there is for inclu- 
sion of selling, administrative, general 
research and development costs, and the 


a 


like, 

Mr. Kramer acknowledges two pri- 
mary accounting objections to the omis- 
sion of fixed overhead costs in inven- 
tory valuation: (1) The contention that 
fixed costs are directly related to nor- 
mal production volume and are attribu- 
table to production. (2) His own sug- 
gested method of cost accounting may 
make us lazy and cause charges of item 
ifter item to overhead without going to 
the trouble of establishing a reasonable 
listribution between products. He an- 
swers these objections at length in a 
well-considered presentation. 

Brief mention is made in the article 
ther suggested approaches to the 
problem: (1) an approach which in- 
volves the use of a burden reserve 
and/or long-range averages of salable 
capacity; (2) one which suggests the 
continuation of a conventional method 
of inventory valuation with the addition 
to the income statement of reconciling 
information to eliminate the effect on 
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profits of so-called incomplete or in- 
ventory transactions. 

Seven case histories are presented in 
an attempt to indicate the extent to 
which full manufacturing cost is used 
in valuing process and finished stock. 

Mr. Kramer summarizes his paper 
by indicating that he has endeavored 
“to examine the merits of the omission 
of fixed manufacturing overhead costs 
from inventory valuation on three 
grounds: (1) the theoretical basis that 
such charges are properly period rather 
than product costs, (2) the purposive 
basis that such an omission results in 
more useful information for manage- 
ment, and (3) the practical basis that 
such or similar procedures are currently 
in use and are giving satisfactory re- 
sults”. He says that the time is at hand 
to consider this proposition after weigh- 
ing all the evidence, and to decide 
whether the ancient and accepted ac- 
counting concept of full manufacturing 
cost requires revision. 


* * * 


Recent Changes in Registration 
Statement Forms Under 
Securities Act of 1933 


L. H. Rappaport of the New York 
office of Lybrand, Ross Bros. & Mont- 
gomery, has written an interesting arti- 
cle on the foregoing subject in the 
January, 1947, issue-of their Journal. 

In this paper he points out the prin- 
cipal changes which have been made in 
Form F-1, which must be used on and 
after April 1, 1947, including changes 
(a) in the form and content of financial 
statements, (b) in the historical finan- 
cial information recorded in the present 
revision, and (c) in the requirements 
relating to the narrative material re- 
quired to be included. 


Ger 
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THEORY OF ACCOUNTS 


Thursday, November 7, 1946 —9 a. m. to 12.30 p. m., only 


Read each question carefully and write your answer carefully, clearly and 
concisely. 


Be certain to number your answer to correspond with the question number and 
check (V) number on question paper, but do not rewrite the question as part of your 
answer. 


This paper is intended to test the extent of your knowledge of accounting theory 
and your ability to apply the knowledge you have acquired. Due weight will be given 
to the arguments presented to support your answer to each question, even though the 
examiners may not agree with your conclusions. 


Do not sign your name to the paper. State your examination number. 


Answer the questions as directed under each group. Papers entitled to 75 or 
more credits will be accepted. Figures in brackets indicate the number of credits 
allowed. 


Group I 
Answer all questions in this group. 


1 Explain what is meant by a composite rate in depreciation accounting. 
Using simple assumed figures for life expectancy, cost and salvage, show by a brief 
schedule the computation of (a) composite life, (b) composite rate. State clearly 
the assumptions which you have made and which are used as your basis for the 
computations. [10] 


2 Ina large manufacturing business the expense controlling accounts are, 
as usual, kept in the general ledger and detail accounts are kept in subsidiary 
ledgers. Name seven accounts (twenty-one in all) that might appear among 
those in each of the following subsidiary ledgers: (@) Manufacturing Expense, 
(b) Selling Expense, (c) General Expense. [10] 

3 James & Jones, a partnership operating a retail store, transferred its assets 
and business to James & Jones, Inc., a newly formed corporation, as at the close 
of business December 31, 1945, in consideration for issuance of all of the author- 
ized stock of the new corporation to the two partners in proportion to their inter- 
ests in the partnership net assets and business, and assumption of the partnership 
net assets and business, and assumption of the partnership’s liabilities. You have 
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been asked to make an entry or entries to start the books of account of the new 
corporation. 


Assume a simple set of facts and, in accordance with your assumption, prepare 
the opening journal entry for James & Jones, Inc. Specify the source from which 
each item of information required for your journal entry should be obtained. [10] 


4 The president of a large automobile manufacturing company has requested 
you to include in your report certain balance-sheet and profit-and-loss ratios in 
order that comparison may be made with ratios determined for the industry. 
Give names of five such ratios as they might be described in the financial state- 
ments. [5] 

5 During October and November 1945, the plant superintendent of the ABC 
Products Co. (a subsidiary of the XYZ Manufacturing Co., Inc.)‘* reorganized 
the processes in one of his most important departments, chiefly by installing up- 
to-date automatic machinery. As a result of such reorganization, the monthly 
production has been increased by 25% as compared with corresponding periods 
of the previous year, but the ratio of factory overhead to direct labor increased 
from 25% to approximately 41%. 


The general manager of the parent company has forwarded to,the president 
of the XYZ Manufacturing Co., Inc., an official criticism of the plant superin- 
tendent and of the reorganization made by him. The criticism is based on the 
increased percentage of overhead to direct labor. The president has asked you to 
investigate the matter and report to him. You find the facts to be as follows: 


Data for three months ended March 31, 








1945 1946 
Per cent Per cent 
of sales Dollar of sales Dollar 
value amounts value amounts 
Production costs: 
Cost of directimaterial uséd.. ..4.056. 000% 25 $112,450 Zi $153,000 
Cost of direct labor expended........... 50 225,000 29 164,000 
Cost of factory ovethead....c66s.sccce- 12.5 56,250 12 67,000 
Value, at sales prices, of finished goods pro- 
duced (which were readily salable)........ 100 450,000 100 562,000 


The production process of ABC Products Co. is short and no consideration need 
be given to material in process. 


Prepare a condensed summary and explanation such as you would include in 
your report, based on the foregoing figures, which will demonstrate the actual 
results accomplished by the plant superintendent’s reorganization. [15] 


Group II 


Asnwer five questions from this group. No credit will be given for additional 
answers and, if more are submitted, only the first five in the order written by the 
candidate will be considered. 


6 Outline the general accounts that would be needed in the records of a city 
of approximately 100,000 population to provide for suitable budget control 
through the general accounting system and indicate the meaning and scope of 
operation of each of these accounts. [10] 
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7 Doubtful accounts receivable are treated differently in the accounts oj 
various companies, for example: 

(1) They are provided for by a reserve set up (a) on the basis of a percentage 
of sales or (b) on the basis of a valuation of all past-due or otherwise questionable 
accounts receivable—those considered uncollectible being charged to such reserve 
at the close of the accounting period; or specific items are charged off directly 
(c) against gross sales or (d)to bad debt expense, in the year in which they are 
determined to be uncollectible. 

(2) Collection agency and legal fees, etc., incurred in connection with the 
attempted recovery of bad debts are charged to (a) bad debt expense, (b) reserve 
for bad debts, (c) legal expense or (d) general expense. 

(3) Debts previously written off in whole or in part but currently recovered 
are credited to (a) other income, (&) bad debt expense, (c) bad debt reserve or 
(d) surplus. 

In the case of a client who conducts a wholesale merchandising business having 
five thousand sales per month with a total monthly average sales value of $150,000 
and whose annual bad debt ratio has been approximately 114% of sales, 


a State which of the foregoing methods you would recommend as regards 
(1) reserves and chareoffs, (2) collection expenses, (3) recoveries. 


b State briefly and clearly the reasons supporting such recommendations, [10] 

8 Probably no other term used by accountants is required to do duty in so 
many capacities as the word reserve. Describe briefly four distinct accounting 
meanings or uses of this term. [10] 


9 A parent corporation has made a 100% stock investment in a subsidiary 
at a cost in excess of its equity in the net assets of the subsidiary as shown by the 
subsidiary’s books at the date of acquisition. Explain the accounting thereby 
necessitated in subsequent consolidated balance sheets. [10] 


10 a Where intangibles have no limited term of existence (such as limitation 
by law, regulation or agreement), and where there is, at the time oi 
acquisition, no indication of limited life, how should they be carried 
upon the books and when, if ever, may they be written off? 

b Name four such intangibles. 

c When may a leasehold improvement be written off over a period less 
than the life of a lease? 

d Under what circumstances may a leasehold be entered upon the books 
as an asset? Explain the accounting treatment covering the disposi- 
tion of such charges. [10] 


11 Select the current asset and current liability items from the following list 
of debit and credit accounts and classify them in the manner in which they might 
respectively appear on the balance sheet of a large manufacturing company as at 
October 31, 1946 (amounts not required). If there appear to be certain border- 
line cases which you are unable to classify without further information, mention 
them and explain your difficulty, or give your reasons for making questionable 
classifications, if any. [10] 
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Debits 


Plant and equipment 
Cash in bank 





Credits 
Accrued payroll chs 
Reserve for renegotiation of U. S. Govern- 


ment contracts 
Inventory of operating parts and supplies Notes payable 
Inventory of raw materials Accrued interest on bonds 
Goodwill Reserve ior depreciation 
Cash and U. S. Government bonds set aside | Accounts payable 
for property additions Capital surplus 
Investment in subsidiary Accrued interest on notes payable 
Accounts receivable: — 5% 1st mortgage bonds to be redeemed in 
U. S. Government contracts 1946 
Regular 
Instalments—due in 1946 
Instalments—due in 1947-48 
Patent rights 
Inventory of finished goods 


Capital stock—preferred 

Income applicable to 1947-48 

Reserve for contingencies 

414% 1st mortgage bonds due in 1961 

Preferred stock dividend, payable 

Inventory of work in process November 1, 1946 

Deficit Reserve for doubtful accounts receivable 

Interest accrued on U. S. Government Provision for federal income taxes 
securities Excess overhead distributions 

Customers advances (on contracts to be com- 
pleted in 1947) 

Reserve for raw materials inventory 

Premium on bonds to be redeemed in 1946 

Officers’ 1946 bonus accrued 


Notes receivable 
Petty cash fund 
U. S. Government securities 
Treasury stock 

12 The book value of a client’s plant and equipment at June 30, 1945, was 
$500,000. In connection with a restatement of the accounts of the client company, 
constituting a quasi reorganization, an appraisal was made as of that date, by 
an independent appraisal company, which showed a value of $750,000. The 
client’s board of directors at their meeting of November 5, 1945, passed a resolu- 
tion to the effect that the appraisal value should be set up on the books as of 
July 1, 1945, and you are called upon to prepare the necessary entries. 


a Give the journal entry or entries you would make to set up the appraisal 
value. ‘ 

b Give the entry or entries yoy would make as at December 31, 1945, the 
close of the fiscal period, to provide for depreciation for the entire year 
with appropriate allowance for the new valuation—assuming a com- 
posite rate of 5% per annum, and that no additions (other than with 
respect to the appraisal) were made to the capital account during the 
the entire calendar year. [10] 


oe 
COMMERCIAL LAW 


Friday, November 8, 1946—9 a. m. to 12.30 p. m., only 


READ THESE INSTRUCTIONS BEFORE WRITING YOUR ANSWERS. 
State your examination number on each sheet. Do not sign your name. Designate 
each answer by its number, in margin at left of ruling. Do not rewrite the question 
either wholly or partly in your answer. Consider each part of each question before 
you write your answer. Write legibly. State answers clearly, completely and concisely. 
File sheets of your answers in the serial order of the questions. 
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Answer the questions as directed under each group. Papers entitled to 75 
or more credits will be accepted. Figures in brackets indicate the number of 
credits allowed. 


Group I 
Answer all questions in this group. 


1 a What is the rule as to the profits made in the course of an agency, 
(1) within the scope of the agent’s authority, (2) in violation of 
the agent’s authority? 


b (1) Has an agent, entrusted with specific duties, power to delegate 
his authority to another? Give the rule. 
(2) How does the death of the principal affect an agency? 
(3) What is the legal effect of an infant’s (a) creating an agency. 
(b) acting as anagent? [10] 

c The house of Smith, which was insured in the Delano Insurance Com- 
pany, was destroyed by fire. The insurance company sent an agent, 
Harris, to adjust the loss. Harris delegated his authority to Fred- 
ericks, who made an agreement of settlement with Smith for a certain 
sum. In a suit brought by Smith to enforce his agreement the 
insurance company claimed that Fredericks had no authority to act 
for the company. Who should succeed? Explain. 


2 a Allen stole chattels and sold them to Burt, who did not know of the 
theft. Burt sold them to Carr, who was likewise ignorant. The bill 
of sale by Burt to Carr contained no warranty of any kind., Can 
Carr sue Burt for breach of warranty? 


b Canby sold goods to Day, who was to select the carrier and notify 
Canby of his selection. Day without any reason delayed for 10 days 
in the selection of the carrier, and the goods, while in Canby’s pos- 
session on the 10th day after the contract, were destroyed by fire. 
Who sustains the loss? Can Canby recover the contract price 
from Day? 


c Allen sold merchandise to Butler and delivered it to a railroad for 
transportation to Butler, sending Butler a negotiable bill of lading. 
Butler became insolvent. Allen served on the railroad company 
which had the goods in transit due notice of his claim to exercise 
the right of stoppage in transitu. What else must he do, if anything, 
to recover possession of the goods? [10] | 


3 a@ (1) Is there any difference between “treasury stock” and “authorized 
but unissued stock’? 
(2) May such stock be sold by the corporation for less than par value? 

b (1) May stockholders compel by suit the payment of dividends from 

net surplus earnings when the directors in good faith determine 
to accumulate them? 
(2) Are there any exceptions? Explain. 

c The Yanktown Corporation was organized with a capital stock of 
$100,000 divided into 1,000 shares of $100 eaeh. It issued all its 
stock to its subscribers on payment of $75 for each share. The 
company became insolvent. After realizing on all its assets there 


196 March 

















The 102nd New York Certified Public Accountant Examination 


still remained a deficit of $40,000 due creditors. Are the stockholders 
liable to creditors who have dealt with the company without notice 
that the stock has not been paid for in full? If so, to what extent? 


d Who conducts the liquidation and settlement of the affairs of a corpora- 
tion upon its voluntary dissolution? [10] 


4 a Are the words “value received” essential to the validity of a negotiable 
note or bill? Why? 


b A promissory note was made payable in installments with a clause 
providing that, on default in payment of interest, the whole principal 
sum should become due and payable and that 6% of the principal 
should be paid as attorney’s compensation for collection. Did any 
of these provisions render the instrument nonnegotiable ? 


c Allen made a promissory note payable to the order of Burt at the 
First National Bank of Yanktown. When due, the note was pre- 
sented to the bank, which, without direction of Allen, paid the note 
and charged it to the account of Allen. He claimed that such payment 
was illegal, being without his direction. Under the U.N.I.L., was 
Allen or the bank right? Why? [10] 


In contract, what is a tender and what is its effect? 


Jt 
SY a 


Will impossibility of performance arising after the formation of a 
contract discharge the promisor from liability? 


c Allen offered to sell Butler land, the offer to remain open until March 15. 
On March 1, Allen notified Butler that he withdrew his offer. Never- 
theless, on March 2, Butler tendered the purchase money, which 
Allen refused to accept. Can Butler maintain an action against Allen? 


d A lease under seal contained a clause giving the lessor the option to 
purchase the leased premises during the term of the lease for the sum 
of $1,000. The lessee during the term tendered the lessor the $1,000 
and demanded a deed. The lessor refused the tender and the deed 
on the ground that the option was unilateral and without considera- 
tion. Was he justified in his refusal? [10] 


Group II 


Answer five questions from this group. No credit will be given for additional 
answers and, if more are submitted, only the first five in the order written by the 
candidate will be considered. 


6 a (1) What are the implied warranties in sales by sample? 
(2) Name two of the most common documents of title of personal 
property. 

b On March 1, 1946, Allen induced Burt to purchase from him (Allen) 
shares of stock in the Candy Corporation, representing that the stock 
had an actual book value of $200 a share, at which price Burt 
purchased. Certificates of stock were delivered. On March 15, 1946, 
Burt discovered that the book value was only $50 a share on 
March 1, 1946. 


(1) Is Allen liable for anything? If so, for what? 
(2) What is the measure of damages? 
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c Allen sold to Burt 100 bales of cotton marked “B.A.X.” which was 
stored in a warehouse in a distant city. The cotton had been destroyed 
by fire the night before the sale but neither Allen nor Burt knew 
anything of that fact. May Allen, the seller, recover the price of the 
cotton from Burt, the buyer? Why? [10] 


a (1) What is a will? 
(2) What is a codicil? 
(3) When does a will or a codicil become effective and when can either 
be revoked or altered? 
b (1) What is meant by probate of a will? 
(2) What is the status of a will before probate as to the title to property 
mentioned in the will? 
(3) When a will has been admitted to probate, what does it establish? 
(4) Does probate determine the validity of the provisions of a will? 


c (1) What property, personal or realty, is primarily liable for the 
testator’s debts? 
(2) Can the testator change this? 
(3) What rights have creditors against beneficiaries? [10] 


This question relates to federal income taxes: 

a John Doe, of considerable wealth, died May 1, 1946. Jones was named 
executor of Doe’s will, which created a trust cf which the Clinton 
Trust Company was trustee. Who are required to file federal 
income-tax returns for 1946? 

b (1) In what situation may a joint declaration be filed by a husband 

and wife? 

Must both husband and wife have gross incomes in order to file 

a joint declaration ? 
(3) If husband and wife file a joint declaration but file separate 
income-tax returns, how are the joint estimated tax payments 

to be apportioned? 


? 


(2) 


c (1) What taxpayers may use the last-in, first-out method of valuing 
inventories? 

May a taxpayer using this method value inventories on the basis 
of (a) cost or (b) cost or market, whichever is lower? 

May a change to last-in, first-out method be made at will or must 
permission be obtained? If so, from whom? 

(4) If the last-in, first-out method is adopted, must it be used in 

future years or can a change be made at will? 


d Jones purchased a $1,000 par value bond of the Smith Corporation 
for $900. The bond provided that it could be exchanged at a later 
date for stock in the same corporation. In 1945, Jones exchanged 
the bond for 10 shares of stock in the same corporation, which also 
had a par value of $1,000 but had a market value of $1,200 in 1945 
when exchanged. What, if any, was Jones’s taxable gain on this 
exchange? [10] 
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a What are the rights of a surety for payment he made before the statute 
of limitations expired for contribution after statute of limitations has 
run against the principal and the other sureties? 
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b Allen was the guarantor for the payment of rent by Burt under a lease 


from Carr. The lease was for two years. There was a clause in 
the lease to the effect that at the expiration of the lease the lessee 
had the privilege to renew upon thirty days notice or if he remained 
in possession after the expiration, the lease was to continue for 
two years more. There was a default in the payment of rent for 
the extended time and Carr sues Allen on the guarantee. Allen 
contends that he was liable only for the term of the lease and not 
for the extended term. Who should receive judgment, Allen or 
Carr? On what principle? 


> Allen is surety for Burt in the sum of $10,000. Burt defaults and 


Allen is sued by the creditor. He settles for $5,000. Allen then 
brings action against Burt for the whole $10,000. Can the action 
be maintained? What are Allen’s and Burt’s rights and liabilities? 
Explain. [10] 


a Goods were delivered to a railroad company for transportation. The 


train was derailed by train robbers and the goods stolen. There was 
no insurance. Who sustains the loss? 


b What are the duties or liabilities of a common carrier for goods carried 


C.0.D. as to (1) collection, (2) refusal of goods by consignee, 
(3) delivery of goods but failure to collect, (4) inspection of goods 
before payment ? 


What are the rights and liabilities of a common carrier for delivery of 


goods (1) to the wrong person, (2) at the wrong place, as to the 
owner and persons receiving the goods? [10 


Gas & Car, partners trading as the Gas & Car Co., were indebted to 


Silver, the amount sued on and being disputed. Silver suggested to Gas 
that the claim be submitted to arbitration. To this Gas assented 
and signed an agreement for that purpase. Could this be done? 


In 1940, Allen, Burt and Car became equal partners, buying and 


selling real estate for profit. For convenience, title to all property 
purchased was taken in the name of Allen. Allen died with part- 
nership real estate of the value of $25,000 standing in his name. 
The partnership had no debts. Allen’s wife claims a dower right 
in said property and his children to whom he bequeathed all his 
personal property claim an absolute one-third thereof. Judgment 
for whom? Was Allen’s interest in the property (1) real or (2) 
personal property? Did the wife have a dower right in the property? 


c Brown and White are partners. Partnership assets consisted of 


merchandise. Both partners were in the same accident. Brown was 
killed instantly and White died the next day. Brown left a will 
appointing his son executor; White died intestate. What becomes 
of the partnership property? Who has the rights to wind up the 
partnership affairs? [10] 


12 aA debtor drew a check to his creditor, who had the bank certify it. 


1947 


The following day the bank failed. Can the creditor hold the debtor 
liable on the check? Why? 


b (1) When is a person deemed an indorser? 
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(2) What warranties are implied to all subsequent holders in due 
course by one who indorses without qualifications ? 


c (1) State four essential conditions required to make a party a holder 
in due course. 


(2) Describe briefly the rights of a holder in due course. [10] 


% 
THEORY OF AUDITING 


Friday, November 8, 1946— 1.30 to 5 p. m., only 


Read and consider carefully each question before answering. Write your answer 
clearly and concisely, being particular to express your own knowledge, for on that is 
based the rating. Avoid quotations from authors. Designate each answer by number 
but do not rewrite the question as part of your answer. 

Credit will be allowed not only for accuracy of answer but also for technic. 

Do not sign your name to the paper. State your exammation number. 


Answer all questions. Papers entitled to 75 or’ more credits will be accepted. 
Figures in brackets indicate the number of credits allowed. 


1 You are engaged in an audit of the records of the Amberly Company for 
the fiscal year ended October 31, 1946, and have observed the taking of the 
physical inventory of the company on that date. 


All merchandise received up to and including October 30, 1946, has been 
included in the physical count. The following lists of invoices are for purchases 
of merchandise and are entered in the voucher register for the months of October 
and November 1946, respectively : 











Date 
Date of merchandise 
Amount FOB invoice received 
October, 1946 
$3,600 Destination Oct. 20 Oct. 22 
2,200 Destination Oct. 21 Oct. 23 
925 Shipping point Oct. 20 Oct. 30 
3,975 Shipping point Oct. 26 Nov. 5 
2,500 Destination Nov. 3 Oct. 29 
1,025 Shipping point Oct. 26 Oct. 30 
8.600 Shipping point Oct. 26 Oct: 30 
10,251 Destination Oct. 21 Oct. 30 
3,457 Destination Oct. 28 Oct. 3 
November, 1946 

1,000 Destination Oct. 29 Nov. 5 
3,120 Destination Oct. 30 Oct. 31 
5,350 Shipping point Oct. 28 Oct. 30 
4,500 Shipping point Nov. 1 Oct. 30 
6,040 Shipping point Oct. 26 Nov. 5 
7,530 Shipping point Oct. 28 Nov. 4 
5,000 Destination Oct. 28 Nov. 4 
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No perpetual inventory records are kept and the physical inventory is to be 
used as a basis for the financial statements. 


a What adjusting journal entries would you suggest in view of the facts 
adduced ? 


b What adjustments, if any, would you suggest to the physical inventory 
as originally taken? [12] 


2 Below will be found a copy of a section of the Equipment Account of the 
Perfection Printing Company. It has been written up by a clerk known by you 
to be not only inaccurate but also deficient in accounting theory and practice. 

You are required to scrutinize the entries for the six-month period to June 
30 and 

a Prepare adjusting journal entries and make suggestions for whatever 
other corrections may be required 

b State the corrected balance of the equipment account at June 30, 1945, 
assuming the balance at January 1 to have been correct 


PERFECTION PRINTING CO., INC. 
Equipment Account 




















Date 
1945 Ref. Debit Credit 
Jan. 1 Balatice 1orward)<.o.c65 ccs cccscceeesicsecins $738,900 
“ 25 Kelly Press MLO asics ceivescceeseciecess VR 12 2,500 
«2S e _ SAPOUE Es ou aici. ce cela srescenees CB 95 130 
jee |, ss _ <§IG(GUAHON. .icssesses obese VR 25 200 
Feb. 10 Sale of monotoype machine.............-+e0- CB 98 $1,300 
“ 12 Second-hand high-speed cutter............0+% VR 30 1,350 
“ 19 Depreciation on monotype sold February 10... } &@s 3040 
“ 25 Reversal: ot February 19 entty sc s.ccccsccces J 76 =e 
“ 27 Betterments—hand feed press #3............. VR 39 100 
“ 27 Betterments—hand feed press #3............. PR 67 50 
Mar. 3 Lossion sale of 2 FIP MOlOt cc ccc csccsecedesss J 78 30 
* § ‘Reversal of Marcel S €ntey cs cccececvonesee J 78 30 
“ § Westinghouse 244 HP motor. ... c0scsceseccins VR 44 115 
94 Sefer Onna: o. caiicisiidie sins cw cawaies neeees CB 105 60 
Aor. 1 Graphite lubricating sefvice........0665cceee0s VR 46 85 
" 2 New sets of © EB. type: (brass) oo. cc ceccccccse VR 46 370 
“ (0 Gases. of black and ever ke. <.2 cscs cenes VR 47 150 
“ 15 Sundry equipment purchased at auction....... CB 113 900 
“ 15 Agent’s commission on above purchases...... CB 114 90 
“ 16 Agent’s expenses on above purchases......... PG: 4 10 
May 4 Painting 3 old presses... 00 ccceccccsesccasacs PR 90 12 
“9 Metal shelves for paper stock...............6. VR 52 340 
“ 17 Sale of lumber from old shelves.............. CB 130 we 15 
“17 Profit and loss on sale of equipment—loss on 
Ol Sale Of Old: BHOIWES 6 << 5.6060. ccsusleeass J 81 105 
30: Wiring for new shop lights. ......2 <4.<.. csncuccs VR 56 160 
“ 31 Fluorescent fixtures complete with tubes...... VE 52 500 
June § “Sale of old shop Hente...c xc. ccccccccuesbdeces CB 134 65 
“8 Commission on sale of old lights.............. CB 135 i 
“ 15 Engineer’s fees (reconversion survey).......-. CB 141 1,000 
“30 Estimated loss in production during period of 
FECHUNVEPSIONSULVEY. sinc ccs0 gece cee caee ware J 84 3,600 
$753,650 $1,500 
Notes: 


(1) Your clients have been engaged in war work and have already taken 
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certain steps toward reconversion, to meet the cost of which they have accumu- 
lated a substantial reserve. 

(2) Entry of February 10—Monotype machine cost $4,000; depreciation 
accrued to date of sale $3,000. 

(3) Entry of March 3—Cost of this motor $90; depreciation accrued to 
late of sale $45; an amount of $15 for which this piece of equipment was sold 
on March 3 was credited (direct from cash-book) to other income. 

(4) Entry of April 2—Purchase will enable the company to print in a new 
style of type. 

(5) Entry of May 17—Cost of the shelving was $160 against which depre- 
ciation of $40 had been accrued to date of sale. Sold for $15 cash. 

(6) Entry of June 8—Cost of the old shop lights was $400; depreciation 
accumulated to date of sale $220; sold for $65 cash out of which $13 commission 
was paid. 

(7) Entry of June 15—According to the engineer’s bill, the $1,000 charge 
covered a survey and preparation of a report on a proposed new shop lay-out 
occasioned by the discontinuance of war work and return to production of civilian 
merchandise. 

(8) Entry of June 30—The amount of $3,600 is an estimate of the loss of 
profit occasioned by closing during the period covered by the engineering survey 
referred to above.. Corresponding credit was made direct to profit and loss 
account, [20] 


3 The Eaton Company was incorporated July 10, 1945, with an authorized 
capital as follows: 
Common stock, Class A, 20,000 shares, par value $25 per share 
Common stock, Class B, 100,000 shares, par value $5 per share 
The capital stock account in the general ledger is credited with only one item 
in the year 1945. This represents capital stock sold for cash, at par, as follows: 
Class A, 12,000 shares 
Class B, 60,000 shares 
The sum of open certificate stubs in the stock certificate books at December 31, 
1945, indicates that 82,000 shares of stock were outstanding. 
a State possible explanations for this apparent discrepancy. 
bh State the steps you would take to determine the cause of the discrepancy. 
[10] 


4 After examining the following report, (a) criticize it fully, (b) write a 
corrected report. " 
To the Board of Directors of 
The ABC Corporation: 

We have examined the accounts of the ABC Corporation for the year 
ended March 31, 1946. We have examined and tested the accounts and 
records of the company and reviewed the accounting methods in opera- 
tion. We have examined the report submitted by X and Y, chartered 
accountants, who have audited the subsidiary corporation of Toronto, 
Canada. 

The president certified the inventories as being valued at the lower of 
cost or market. We verified inventory summary computations for clerical 
accuracy. Accounts receivable were not confirmed. All liabilities have 
been included in accordance with the accounting records. The accounting 
principles and practices followed by the company are in accordance with 
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-ommonly accepted principles and procedures for the industry and have 
been consistently maintained during the year. 

In our opinion, the accompanying consolidated balance sheet and 
related consolidated statement of profit and loss correctly present the 
financial condition of the corporation at March 31, 1946, and the results 
yf operation for the fiscal year then ended. [20] 


5 In studying individual balances shown in a trial balance of an accounts 
receivable ledger, it is necessary for the auditor to be alert with respect to certain 
factors which will influence his judgment as to the correct segregation and 
fescription of those balances for balance-sheet purposes. Set forth these factors 
and the significance of each. [10] 


6 Your client ships goods in valuable containers. Containers are billed to 
customers and charged to their accounts at approximately 200% of cost price at 
the time the product is billed. They are, however, shown separately on the 
invoice, and allowance of the amount billed is made if they are returned within 
three months. 

Describe the purposes of the various steps an auditor should take in con- 
nection with the containers and the accounts affected thereby. [10] 


7 You are engaged in an audit for the year ended December 31, 1945, and 
propose to count the petty cash fund at the opening of business January 1, 1946. 
The petty cash is carried in an imprest fund in the amount of $2,000. 

Set forth detailed instructions with respect to the examination of petty cash 
and recommendations for related adjustment entries. [10] 


8 Name four acts or situations regarded as contrary to ethical standards as 
generally recognized by the accounting profession. [8] 


PRACTICAL ACCOUNTING — Part I 
Wednesday, November 6, 1946 — 1.30 to 6 p. m., only 
The Practical Accounting paper consists of part I and part II. 


State your examination number on each sheet. Do not sign your name. 


Consider carefully each requirement of each problem. Designate each solution by 
number. Consider technic and neatness as carefully as mathematics. 


Solve both problems. The figures in brackets indicate the number of credits 


Ns. y 
wowed. 


1 You have been asked by the president of Novo Kitchen Aids, Inc., manu- 
facturer of home appliances, to review the company’s capital, surplus and reserve 
accounts and to make such proposals for their revision and balance-sheet presenta- 
tion as good accounting may suggest. 

a Draft a work sheet and brief notes or adjusting entries which will indicate 
and explain the changes in form or content you would recommend. 

b Draw up the reserve, capital stock and surplus sections of the balance sheet 
as at April 30, 1946, as they should be presented. 

On April 30, 1945, the liability section of the company’s published balance 
sheet appeared as follows: 
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Capital: 
Capital stock, preferred, $10 par: 
10,000 shares authorized and issued: 


S00 Snares i HANGS OF PUBIC. ....66:605:0:60.00:500%0% $ 90,000 
1,000 shares held in treasury at cost of $15,000, per 
MNIUNID cts 12s iaa gras ac laie'e sors aed OA ORS SONS SABO 10,000 
= $ 100,000 
Capital stock, common, no par value: 
100,000 shares authorized, 56,000 shares issues and 
TENE PS ES ga UC a oe ee ae re $ 224,000 
Paid-in surplus (50% on preferred shares in 1928).... 50,000 ‘aii 
sommes 274,000 
Current liabilities (detail omitted)...............e0000- 388,000 
Reserves for: 
SPE ERCODUNUS Oi 5.05: d a aiudsiraanines dis dieeoesaes ees $ 2,000 
eS a a rr 1,000,000 
RM RR 8s Se aloes Sal aeasieae-saiee-e ¥en GaReeasie 384,000 
Fire and accident insurance... .....cccccccsscesecccess 60,000 
— 1,446,000 
IIS ic wren ss aieigis oo tins kA aod NaN Se AWwrensawwaies 2,671,000 
SET te $4,879,000 


(1) On April 30, 1946, half of the shares of the Treasury preferred stock 
which had been purchased in 1942 at $15 per share were sold at $19 per share, 
the proceeds being credited to the treasury stock account. 

(2) The preferred capital stock carries an annual dividend of $1 per share 
and the dividend is cumulative. As at April 30, 1945, unpaid dividends attaching 
to each share amounted to $5, which was liquidated on Janvary 1, 1946, by issuing 
to preferred stockholders 9,000 shares of no-par-value common stock on which a 
value of $5 per share had been declared. 

(3) A cash dividend of $1 per share was declared to preferred stockholders 
of record April 1, 1946, payable May 1, 1946. 

(4) Balances in the reserves for doubtful accounts and depreciation at 
April 30, 1946, were $2,200 and $401,000, respectively. 

(5) The reserve for postwar rehabilitation was created in the preceding year 
by a provision out of income for a like amount. The intent was to set aside profits 
for possible but unknown future contingencies. During the current year, the 
sum of $500,000, also charged to income, was added to the reserve. 

(6) Plant-extension costs, amounting to $285,000, for the manufacture of a 
postwar ptoduct unlike anything the company had previously put out, were 
charged against the rehabilitation reserve during the year 1945-46. 

(7) The fire-insurance reserve was increased during the year by a further 
provision of $10,000 charged to profit and loss. 

(8) It was decreased by $2,000—the cost, less $400 depreciation, of a build- 
ing destroyed by fire on April 15, 1946. Additional costs arising out of the fire, 
and not yet appearing on the books, for injuries to persons are expected to aggre- 
gate $1,500. 

(9) Surplus, as shown on last year’s balance sheet, consisted of the value, 
10 years ago, of a donated plant site amounting to $134,000; gains of $6,300 from 
the purchase and sale in 1941 of 2,000 shares of treasury preferred stock; and 
undistributed earnings, $2,530,700. 

(10) During the past year, charges for the dividend in no-par-common stock 
and the cash dividend, and for an adjustment of $4,100 in the previous year’s 
tax liability reduced the account to $2,612,900. 

(11) Book net income for the year, after deducting reserve provisions, 
amounted to $222,500. [30] 
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sheet showing opening balances, transactions, also adjustments for the year ended 
June 30, 1946, and closed trial balances as of June 30, 1946, for each of the four 
classes of funds into which the general ledger is divided: viz., general fund, plant 
funds, endowment funds, and student loan funds. 

The balances of the general ledger accounts as at July 1, 1945, are as follows: 


2 From the following information relating to Prep School, prepare a work 


Gash—iOf General US6...< ccsccownccesceccvooneessas $ 1,000 
Cash—from alumni subscriptions for new dormitory. 2,000 
CaShy CRUG WIRE Oise <acsro.cccnsicnsis ine cee eemesinw ie 45,000 
Cashk—tor stent loans ..c....o6.6 cesses dns cokes came 1,000 
PintOn, LECOIVADIEs << 6 Fins oeRicitind sad ea eneee 12,500 
Investments—temporary investments of general cash 4,000 
lavestments endowment .........scsccesceseucsnes 250,000 
TUONO ooo os ee RS wood alsa wn hes Mea Mes rte Cee 15,000 
Alumni subscriptions for new dormitory (due Sept. 

BU TORBAY fee <ceccws kur Ae reer nCet Ce 8,000 
SiuGert NOans TOCEIVADIC. 6 sis cciceisa ons cb veies neneiees 3,500 


Educational] plant: 
Financed from original and subsequent endow- 


PRONE oa 0.0 od Ss) sors aiciore sre ake saw ne Oaiamaee Kaos 600,000 

Financed trom: tuition funds. <<... 0.0. c.ckccesacews 50,000 

Financed from alumni subscriptions............- 200,000 

Financed by grant from state and local government 50,000 
Accounts payable for: supplies... o6c.c08cs sins cs05-< $ 3,500 
Unpaid expenses of alumni subscription campaign. . 1,000 
BALANCES 65 cis orca docs ars oniel Sin Rai wae Roe Sa ere ene 1,237,500 
$1,242,000 $1,242,000 





(1) Endowment investments and $40,000 of the endowment cash represent 
principal of endowment funds held under terms providing that the income there- 
from shall be used only for operating expenses of the school. The balance of 
endowment fund cash represents accumulated income not transferred from the 
endowment to the general fund. 

(2) Student population was 150 students. The tuition rate was $1,000 per 
school year per student except for six full scholarships and three partial (one- 
half) scholarships. 

(3) Ninety per cent of current tuition was collected and $100 of the balance 
is considered uncollectible. 

(4) Tuition receivable of prior years was collected in the amount of $12,000 
and the balance is considered uncollectible. 

(5) Charges for operating expenses incurred and supplies purchased during 
the year totaled $135,000. 

(6) Inventory of operating supplies at June 30, 1946, amounted to $13,500. 

(7) Accounts payable for operating supplies and expenses amounted to $2,000 
at June 30, 1946. 

(8) All temporary investments of general cash were sold on July 1, 1945, 
for $4,300 and accrued interest of $100. 

(9) Endowment investments having a book value of $25,000 were sold for 
$27,500, including accrued interest of $500. 

(10) Investments were purchased by the endowment fund trustees at a cost of 
$50,000. 

(11) Interest on endowment fund investments not sold during the year 
amounted to $20,500 for the year and was all collected in cash. 
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(12) The endowment fund trustees transferred $22,500 to the general fund 
bank account. 

(13) As a result of the continued alumni subscription campaign, additional 
subscriptions in the amount of $65,000 were received for the purpose of providing 
a new dormitory. These subscriptions were payable one-fifth at the date of the 
pledgg and one-fifth quarterly beginning January 15, 1946. 

(14) Five per cent bonds in the amount of $50,000 were issued for cash on 
January 1, 1946, to provide funds for immediate construction of the new dormi- 
tory. Interest was payable annually. 

(15) Contracts in the amount of $70,000 were let for construction of the new 
dormitory out of subscriptions. 

(16) The contract for construction of the new dormitory was 50% completed 
on June 1, 1946, and payment for one-half of the total amount, less a retained 
percentage of 10%, was made on that date. e 

(17) All alumni subscriptions of the current year were paid on.the due dates; 
those due previously were also paid in full. 

(18) Tuition receipts amounting to $5,000 were used to build additional 
bleachers at the athletic stadium. ; 

(19) A riding stable costing $4,000 and financed during a previous year from 
tuition receipts was destroyed by fire. Insurance recovery was $4,500; the build- 
ing will not be replaced 

(20) Student loans amounting to $3,500 were made. 

(21) Student loan collections amounted to $4,000, including $200 interest. 

(22) Expenses of the alumni subscription campaign were paid in full in the 
amount of $1,500. [20] 


ee 
PRACTICAL ACCOUNTING — Part II 


Thursday, November 7, 1946 — 1.30 to 6 p. m., only 


State your examination number on each sheet. Do not sign your name. 


Consider carefully each requirement of each problem. Designate each solution by 
number. Consider technic and neatness as carefully as mathematics. 


Solve both problems. Figures in brackets indicate the number of credits 
allowed. 
3. The retail store of John Pyx was destroyed by fire on March 20, 1946, and 


only relatively few items were salvaged. From the general ledger, the one book 
of accounts saved, the following figures were abstracted as at February 28: 


RORMMIRNORR Cnt idle acss ie Srchateiaia Ga Sie sans mats Blow Wale eee $ 10,543.26 Z 
BROBEEVE (SOP GEDLCCIANION 6 5600s occes ccc eee wien aeesiene $ 8,672.77 
SME EO Naess tala glans sibiarsie topaavnrsrerelae a eu euros Sees 53,483.82 

RMR Sig Lahn tig cin gig SWISS SkbE Aa WO STE OC SAREE ES 250.00 

ROR oe che og, oy ona bua wo. dram mw digde sawn aes eadless 5,285.01 
DS ee ere errr re errs mre or re er 10,000.00 

ET ORIOL ons or s.0:4.9:0 res Praleistid serene s JS ae aban sions 130,251.20 
MRO 5 a2. Salo wisi a c0i6 94:8 Sti Hai o:6 palace a Sle aiaalo wears 106,836.38 

IEEE Rao auc toa ah he te Gaal ahha ain ae cee are 59,977.39 
ES Sa a eee I 8 hike siete Bere ataieie 32,502.89 
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The last fiscal closing was October 31, 1945. 

a Calculate the amount of the inventory loss resulting from the fire. 

+ Prepare journal entries necessary to reflect the transactions, etc. which 
place between February 28 and March 20, 1946, distinguishing care- 
fully between ordinary operations and the losses occasioned by the fire. 

- Prepare a work sheet showing the general ledger balances at February 
28, 1946, your adjusting journal entries, also the adjusted asset and 
liability balances as at March 20, 1946, and the profit-and-loss figures 
for the 424 months ended on that date. 

! Prepare a statement of the proprietor’s equity as at March 20, 1946. 


Correspondence with creditors revealed unrecorded obligations to wholesale 
houses as at March 20, amounting to $17,100.60, and an inspection of checks 
returned from the bank at the end of March, amounting to $22,924.83, indicated 
payments to creditors from March 1 to March 20 of $15,267.82, the balance 
representing cash withdrawals by Mr. Pyx. Merchandise in transit at March 20 
was recovered by suppliers and not billed. Bank deposits during that period, as 
shown by the bank statement, amounted to $20,929.64 and, with the exception of 
a refund of $200.25 on March 2 from a merchandise creditor, which Mr. Pyx re- 
calls that he deposited shortly thereafter, these may be assumed to be payments on 
account by customers. Indebtedness acknowledged by customers totaled 
$52,876.45, but it is estimated that $10,000 more due from them will never be 
acknowledged or recovered. Of the acknowledged indebtedness, $1,000 will prob- 
ably be uncollectible. Returns to suppliers, not yet accounted for by them, 
amounted to $2,503.72, of which it is estimated that, in line with similar claims 
in the past, no more than half will ultimately be allowed. 

The merchandise stock was insured for $50,000. An agreement has been 
reached with the insurer whereby the claim of the insured (1) will be based on 
the assumption that the arithmetic average of the two gross-profit ratios for the 
fiscal years ended October 31, 1944 and 1945, was in effect during the 424 months 
ended March 20, 1946, and (2) will be paid, up to the face value of the policy, 
in accordance with your computation of the cost of the merchandise destroyed. 
The inventories at October 31, 1943, 1944 and 1945, were $69,250, $70,485 and 
$57,611, respectively, the net purchases for the two fiscal years ended in 1944 and 
1945 were $89,510 and $74.030, and the net sales, $160,500 and $170,400, 
respectively. 

Salvaged items were: 

Fixtures, sold to a second-hand dealer, with the approval of the insurer, for 
$200; the fixtures were insured for $500, which will be collected in full. 

Petty cash box containing cash and stamps amounting to $103. 

Merchandise, sold to dealer in salvage stocks, $5,264.53; sold at auction, 
$12,821.17. 

The balance in the proprietor’s account at October 31, 1945, was $140,716.38. 
Additions to the fixtures account during the current fiscal year have been $300; 
depreciation of 10% (5% on additions) should be allowed for the current frac- 
tional year. [35] 

4 Prepare a statement of application of funds of X Construction Corp. for the 
calendar year ended December 31, 1945, from the following information. [For 
purposes of this problem it is not necessary to include in the solution a schedule 
of the details of the increase in working capital. ] 

The comparative balance sheets of X Construction Corp., as at December 31, 
1944, and December 31, 1945, are set forth below. 
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Increase 
D (or decrease) 
December 31 of working 
1944 1945 capital, ete. 


Current and working assets: 
s 40,000 S$ 102,800 $ 62,800 


RR Nha a dian einai eb Ome pa br8 eA Mwee ES 
PUDRPGRRA 6c ich uGavecreeibeenseeenaneees Redieau 100,000 100,000 
estimates TECCIVADIE. . oc icc ccs coeeseseccass 380,000 450,600 70,600 
Miscellaneous receivables.............+.008- 45,650 65,800 20,150 
U. S. Treasury tax anticipation notes........ 100,000 10,000 (90,000) 
tte idk ue oahu pas aenenees 20,100 22,800 2,700 
Insurance policy cash-surrender values (less 
OS ere re mer re ne 10,000 25,050 15,050 
Postwar excess-profit refund................ 18,000 __ 40,000 22,000 
“$613,750 $ 817,050 $ 203,300 


I.ess—Current liabilities: 


DRE MUMIIIOG oan 6.50 5:5 9.3 444 Sean e Dare OS $ 150,000 S$ 50,000 $ 100,000 
PCOOUNES DAVABIC oo cic ciecccscvevesicneeven 190,000 215,000 (25,000) 
PUOCUO TRDUNIOS 6.05: 5:5 6 6 oles se sines ses eine’ s 18,400 30,900 (12,500) 
Federal income tax accrued.............0.5 150,000 240,000 (90,000) 
$ 508,400 $ 535,900 $ (27,500) 
NOTHING CADUGL, biiscis cc ws icse dere nvcvasceeees $ 105,350 $ 281,150 $ 175,800 
PUT BOG COUIDMIOIE & 6 ois. nic e010 woe 4:60 00 pacer $1,050,200  $ 806,050 
Less—Reserve for depreciation.............. 660,300 303,800 
“S$ 389,900 $ 502,250 S$ 112,350 
Other assets: 
Investment B Co—90% owned............. $ 170,000 S$ 177,200 § 7,200 
Treasury stock—bought for $90,000.......... «sean eee 40,000 40,000 
OPRRINERTION CXDCNSER <.0.0.6.6.6:6 occ eeeescnans 12,000 6,000 (6,000) 
Unamortized discount on bonds payable...... 9,000 8,000 (1,000) 


S 686.250 $1,014,600 $ 328,350 


Reserves and capital: 


Reserve for contingencies...............-.8. Ee $ 100,000 $ 100,000 
PPERCITER MPONEON CONMMACts.ccuccrccvcasctecs  sawwarine 65,000 65,000 
ESC CS (a ae re 100,000 7, | | ee 
MOONE oie aisciclreiarseacehecinne paswemeeadas 200,000 ZOD OOO cave nes 
EMO SMPIIOD oy 5.0 ok niswsinnneess ota eeeseos 386,250 549,690 163,350 


( 
“$686,250 $1,014,000 $328,350 
A summary of earned surplus for the vear 1945 follows: 
Balance, December 31, 1944.............+.. ie kdaneomeineds $ 386,250 
\dd: Net profit (before federal taxes) for the year 1945.... $ 275,000 
Restatement of property and reserve accounts to agree 
with depreciated cost values established by Treasury 


Department as-at January: 1, 3945. o0icc. ca siewec ies ewak 172,350 447,350 
NE rate e Cigy h oon Gays aiales Ae ali an aie Sid tesas $833,600 
Ae gy ST TG EG Cod Ue A ee ee ae are eee ee $ 25,000 
Provision for federal income and excess-profits taxes after 
Beer AAR COEAE Si aon 0s wins C101 s re ani sare'e n'y Sis: 's sie a SIS ors winnie wie 203,000 
Purchase price of treasury stock, $90,000 in excess of par 
Ie ND sa Tarn Ct is Seana ow lay aNem\aratere oe e's Witace 50,000 
Organization expense amortized... csc accwiesawseass 6,000 284,000 
EM NND EDP UMMA TERE AT I cc oo cok Cece oS CIO ditinlaelsielobie dea > Raw os $ 549,600 


As of January 1, 1945, property, plant and equipment account was reduced 
$110,150 and the related reserve account $282,500, to agree with adjusted depre- 
ciated cost values as of that date, as determined by the U. S. Treasury Depart- 
ment. During 1945 equipment having a gross book value of $354,000 and a net 
book value of $235,000 on the revalued basis was sold at a profit of $42,500. 
Additions and depreciation constitute the remaining changes in the respective 
accounts. 

Investment in stock of Company B was adjusted during the year to give 
effect to subsidiary company earnings of $20,000 and dividends declared of 
$12,000. [15] 
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Investors’ Tax Planning, 

by John P. Allison. MatrrHew 

BENDER AND Co., Albany, 1946. xvi 

+ 422 pages, $5. 

Investors’ Tax Planning is a success- 
ful accomplishment of the author’s in- 
tent to prepare a guide for the layman 
who is concerned with the tax conse- 
quences of his investments. It is more 
than that. It is also a valuable reference 
book for the tax counselor who wants 
a ready reference manual to determine 
the tax implications of various security 
and real estate transactions. Further- 
more, the book is commendable because 
of its well-chosen problems and the 
simplicity and clarity of the author’s 
literary style, which enhance the schol- 
arly virtues of this treatise. 

The average citizen who is interested 
in the tax aspects of his security and 
occasional real estate negotiations will 
find Investors’ Tax Planning a vademe- 
cum on these two types of investments. 
Most of the book is devoted to a tax 
study of the income yield of stocks, 
bonds and real estate and the proceeds 
from their disposition. Even tax prac- 
titioners may find much helpful advice 
in the matter of effecting the minimum 
taxable income, and the conversion of 
ordinary gains into capital ones in such 
transactions. The author’s statutory 
and case references render his advice 
dependable and authoritative. Despite 
this, the subject matter does not suffer 
trom pedantry because the copious ref- 
erences are tucked away at the end of 
the individual chapters where they are 
available when needed. No reader can 
escape learning some practical tax- 
saving suggestions from this easy-read- 
ing tax book. 

One wishes, however, that the author 
had devoted more space to a detailed 
study of the various types of life insur- 
ance policies, endowment and annuity 
contracts, and trusts, because some of 
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these are types of investments which are 
almost universally possessed, and others 
are types less popular though significant 
but least understood taxwise by the 
average citizen. 

It might be added that since the pub- 
lication of this book, I.T. 3681 relative 
to the treatment of “puts” and “calls” 
has been revoked by a Letter from the 
Commissioner, dated December 19, 
1946, to the effect that the proceeds of 
an unexercised “put” or “call” consti- 
tute a short-term capital gain, and that 
the proceeds of a sale of an exercised 
“put” or “call” constitute an offset 
against the tax basis of a security. 

J. H. LanpMan 
c/o Peat, Marwick, Mitchell & Co. 
New York, N. Y. 


Financial and Operating Ratio Sur- 
veys by Trade Associations. 
American Trade Association Execu- 
tives, Washington, D. C., 1946. 32 


pages. Paper-bound. $1.25. 


This pamphlet, its principal contents 
a series of articles by trade association 
executives, is a “Study of Policies, 
Practices and Techniques” relating to 
the assembling of financial and operat- 
ing ratio information by trade associa- 
tions for their industries. The uses to 
which the data may be put, and the 
conditions limiting their value, are dis- 
cussed, but figures for specific indus- 
tries are not presented. 

Accountants will find of particular 
interest Chapter I, which deals with the 
usefulness of ratio surveys, and Chap- 
ter II, in which specific relationships 
are appraised and their applicability to 
the problems of management is con- 
sidered. 

Lreo RosENBLUM 
The School of Business and Civic 
Administration, 
The City College, New York. 
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Montgomery’s Federal Taxes—Cor- 
porations and Partnerships (1946- 
47), 
by Robert H. Montgomery, Conrad 
B. Taylor and Mark E. Richardson. 
THe Ronacp Press Company, New 
York, 1947. Two Volumes: Vol. I 
(Gross Income and Deductions) pp. 
xii + 1226; Vol. II (Returns and 
Administration) pp. iv + 1217. $20 
for the 2 volume set. 

Once again, Montgomery’s “Federal 
Taxes” makes its annual appearance. 
The work is “designed to set forth in 
concise and convenient form an anal- 
ysis, and, where called for, an interpre- 
tation, of the provisions of the Internal 
Revenue Code related to the income 
taxation of corporations generally and 
to the determination and distribution of 
partnership income.” 

The resumption of the consideration 
of the subject of partnerships is a new 
feature of this edition. However, a 
warning is sounded to the effect that 
“many of the new rules have been de- 
veloped to meet the peculiar conditions 
found only in ‘family’ partnerships and 
should have no bearing on partnerships 
in general.” 

The subject of excess profits taxa- 
tion has been retained in this edition 
for the benefit of those taxpayers who 
may yet find it important by reason of 
the one-year continuation of the carry- 
back of any unused excess profits credit. 

Also included in this edition is an ex- 
tended consideration of the effect of 
T.D. 5507 dealing with the subject of 
options. 

As usual, this work continues to be a 
most valuable and necessary tool for all 
tax practitioners. 


E. S. 
Capital Gains Taxation, 
A Panel Discussion. 
The Tax Institute, N. Y., 1946. 


ix + 106 pages and bibliography. 
$3.00. 





This paper-covered book presents in 
printed form a panel discussion of 
“Capital Gains Taxation’, held in New 
York City in April, 1946, under the 
auspices of The Tax Institute. This 
organization was fortunate in obtaining 
such an outstanding group to conduct 
this discussion.* The controversial na- 
ture of this topic may be illustrated by 
the fact that in the excellent study pub- 
lished in 1945 by the Committee on 
Post-War Tax Policy, “A Tax Pro- 
gram for a Solvent America’, while the 
members of that Committee stated that 
the present method of taxing capital 
gains is not entirely satisfactory, they 
recommended its continuance for the 
next five years, largely because they 
could not agree on a solution of the 
problem. 

The remarks of the various members 
of this panel are presented under five 
headings: preliminary considerations, 
3ritish attitude on capital gains, capital 
gains and the individual, capital gains 
and the corporation, and summary and 
conclusion. In the first part of the text, 
the various problems involved in taxing 
capital gains are summarized and briefly 
discussed by each of the participants, 
and it is immediately apparent that the 
area of agreement is not large. Nearly 
all were able to agree, however, that the 
basic problems are: ‘Should capital 
gains be taxed?” and “If they should 
be taxed, to what extent?” Three alter- 
natives were discussed: the British 
method of completely exempting capital 
gains from income tax; taxing capital 
gains in the same manner as ordinary 
income; and a4 variation of this latter 
method such as exists in the United 
States at present. 

Any discussion of taxing capital gains 
must involve consideration of other 
parts of the tax system. In the first 
place, the objectives of the taxing sys- 
tem must be established—whether, for 
instance, revenue should fluctuate with 
business conditions and produce large 


* Those participating were: Thomas N. Tarleau, Chairman, Franklin Cole, Harold M 
Groves, George O. May, Harry J. Rudick, Beardsley Rum, Eustace Seligman, Lawrence H 


Seltzer, and Carl Shoup. 
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revenue in prosperity and small in de- 
pression, or whether a system produc- 
ing more stable revenues is desirable. 
The simplest method of taxing capital 
gains would be to tax the full gain and 
allow the full loss. This, however, would 
result in a tax system extremely sensi- 
tive to fluctuations in the business cycle. 
If the objective is stability of income, 
then the British system of completely 
exempting capital gains deserves seri- 
ous consideration. There are many 
factors that lead the British not to tax 
capital gains—their national thinking in 
terms of annual income rather than 
capital increment; the great number of 
entailed estates that cannot be sold ; and 
their mature and settled economy are 
perhaps the principal ones. The advo- 
cates of the opposing viewpoints of com- 
plete exemption from taxation and of 
complete taxing of capital gains, state 
their views in this provocative little 
book and the arguments are summar- 
ized so that the reader may have a clear 
understanding of both sides of the ques- 
tion. 

Our present Federal system of taxing 
short-term gains at full rates and long- 
term gains at reduced rates and limiting 
the amount of capital loss in any one 
year, received the qualified support of 
most of the participants. Nearly all 
voiced some reservations, but in general 
conceded that, from the point of view 
of ease of administration, if not of 
equity, the present method has merit. 
Two of the criticisms were : the present 
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tax on capital gains leads to a very thin 
stock market, since sellers are reluctant 
to pay the 25% tax (a lower rate ap- 
plicable to a longer holding period 
would meet this criticism); and the 
six-month dividing line in arbitrary and 
is based on no logical premise. With 
particular reference to corporations, the 
objection was made that the present 
method did not permit corporations the 
proper freedom of action in rearranging 
assets, because the asset has to be worth 
25% more to the buyer than to the 
seller before the latter can gain from the 
trade. Some support was found for the 
view of eliminating the capital gains tax 
on corporate transactions, although it 
was recognized that such a system 
might afford too many opportunities for 
evasion. 

The purpose of this book is to present 
various ramifications of the problems 
connected with the tax effect of capital 
gains and losses, and to suggest some 
of the difficulties inherent in finding 
solutions for these problems. It does 
not seek to recommend a particular 
program but its aim is to present 
analyses by students of the subject 
which may aid in formulating improve- 
ments in this aspect of our Federal sys- 
tem of taxation. It adequately fulfills 
these purposes and should be of interest 
to all those concerned with the field of 
fiscal policy. 

Pau. D. SEGHERS 


New York, N. Y. 


211 












we" do you want 
to save up a lot 
of money for? You'll 
never need the stuff. 

Why, just think of 
all the wonderful, wonderful things you can do 
without money. Things like—well, things like— 

On second thought, you’d better keep on sav- 
ing, chum. Otherwise you’re licked. 

For instance, how are you ever going to build 








that Little Dream House, without a trunk full 
of moolah? You think the carpenters are going 
to work free? Or the plumbers? Or the archi- 
tects? Not those lads. They’ve been around. 
They’re no dopes. 

And how are you going to send that kid of 
yours to college, without the folding stuff? 

Maybe you think he can work his way through 
by playing the flute. ‘ 

If so, you’re crazy. (Only three students have 
ever worked their way through college by play- 
ing the flute. And they had to stop eating for 
four years.) 


SAVE THE EASY WAY...BUY YOUR 


Money ISNT EVERYTHING- 


(OR 1s 177) 


BY GROUCHO MARX 








And how are you going to do that world 
traveling you’ve always wanted to do? May 
you think you can stoke your way across, « 
scrub decks. Well, that’s no good. I’ve tried it 
It interferes with shipboard romances. 

So—all seriousness aside—you’d better kee 
on saving, pal. 

Obviously the best way is by continuing + 
buy U.S. Savings Bonds—through the Payrd 
Plan. 











They’re safe and sound. Old Uncle Sam pe} 
sonally guarantees your investment. And i 
never fobbed off a bum I.0.U. on anybody. 

You get four bucks back for every three y 
put in. And that ain’t hay, alfalfa, or any ot 
field-grown product. 





Millions of Auiithiemacuaal cookies a 
have found the Payroll Plan the easiest and 
way to save. 

So stick with the Payroll Plan, son—and yd 
can’t lose. 


BONDS THROUGH PAYROLL SAV 
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